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Coming — Next month—the Seventh An- 
nual Federal Tax Conference sponsored by 
the University of Chicago. This year, as for 
the past several years, we will have the 
pleasure of presenting the outstanding 
analytical papers which will be delivered at 
the three-day session of this exceptionally 
fine tax conference. 


The papers of the first day will deal with the 
tax problems resulting from the employer- 
employee relationship, such as compensa- 
tion, pensions and profit-sharing trusts. The 
second session will be devoted to trusts and 
estates and estate planning, and the last 
session will cover the problems of corporate 
distributions and adjustments, that is, stock 
redemptions, liquidations, dividends, reor- 
ganizations, carry-overs, etc. 


All of the papers are right up to date, 
stressing the impact of the new law on the 
problems treated. The speakers are the 
Midwest's top tax men. 


As always, the December issue will contain 
an index of all the articles which have been 
published during the year. 


Tuis magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation. 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information. 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Hditor, Henry L. Stewart; 
Washington Editor, Lyman 
L. Long; Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson. 
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Administrative... 


FEDERAL 
TAXES 


A AND B were partners in a business, the 
earnings of which were attributed to the personal services of the 
partners, together with a moderate return on investment. A 
purchased B’s interest for $37,500. The value of B’s interest was 
$23,125. A claimed that he paid the excess for a three-year cove- 
nant not to compete. The accountant set up the excess 
($14,375) on the books in a “goodwill” account which formed 
the basis of the Commissioner’s contention that the payment of 
the excess over the book value did not represent a payment for a 
covenant not to compete which was amortizable over a three-year 
period. The facts are many but the Tax Court concluded that 
’s interest had no good-will value. Another accountant said 
that he had never heard of an account labeled “covenant-not-to- 
compete” and that he would have entered the balancing debit to 
offset the liability to B under “goodwill” for want of a better name. 

Silberman, CCH Dec. 20,565, 22 TC —. No. 155. 


In another case, Wilson Athletic Goods Manufacturing Com- 
pany, Inc., CCH Dec. 20,577(M), 13 TCM 913, amortization was 
not allowed where, in purchasing a going business, the value of 
the covenants was not inseparable from the value of the entire 
business. 


\ SUBSTANTIAL INCREASE in net worth 
not accounted for on the company’s books was evidence that the 
books were not accurately kept and sufficient justification for 
the Commissioner to use the net worth method to determine the 
net income of the company.—//urley, CCH Dec. 20,569, 22 TC 
No. 157. Negligence penalties were also assessed in this case. 


ry. 
| HE WIFE of a Maryland poultry farmer 
was not liable on a joint return as she neither intended to file a 
joint return nor in fact did she do so. Since, by Maryland law, 
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Interpretations 


the taxpayer was entitled to one half of the income from the 
property which she and her husband owned as tenants by the 
entirety, she should have reported such income in her individual 
capacity.—Calhoun, CCH Dec. 20,593, 23 TC —, No. 2. 


Dip YOU EVER wonder whether the Tax 
Court is a judicial body? Here’s the answer: “Petitioner’s final 
and most radical contention is that collateral estoppel is not 
available for application by this tribunal in any case because it 
is not a ‘judicial body’ but rather an ‘administrative agency’. . . 
Whatever label might be used to characterize this Court for vari 
ous purposes, its proceedings are and were intended by Congress 
to be, in every sense of the word, judicial. It is required by 
statute to act, and does act, solely in a judicial manner, and exer 
cises only judicial power. We hear and decide only real contro- 
versies between adverse parties, following procedures that are 
inherently judicial. We make no independent investigation of 
the facts as do some agencies labeled ‘administrative’ either upon 
our Own motion or upon the motion of one of the parties; our 
findings of fact are based solely on evidence submitted to us by 
the parties in accordance with prescribed rules. We do not 
appear as parties in court to enforce our orders or the law as do 
so-called ‘administrative agencies’. Our findings of fact carry 
the same weight as those made by a direct court sitting without a 
jury. Our decisions are final and may be attacked, in the same 
manner as district court decisions, only by appeal to a United 
States Court of Appeals. 


“Tt is then exceedingly difficult to see how an action brought 
in this Court to redetermine a deficiency differs in the exercise 
of the judicial process from an action for a refund of taxes 
brought in the district courts.”—Fairmont Aluminum Company, 
CCH Dec. 20,588, 22 TC —, No. 171. 


THe COMMISSIONER contended that a 
closely held family corporation had accumulated profits beyond 
the reasonable needs of the business. The Tax Court held for 
the taxpayer, and this is interesting. By the court: 


“Respondent also contends that since the Ayers were sole 
owners of the corporation the business would have been as well 
protected against unexpected demands for capital by distribution 
of its earnings to them as by the accumulation of its profits. This 
is completely fallacious. Respondent does not consider that the 
earnings if distributed would be diminished by an income tax on 


dividends and that there is no assurance that the net amount 
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distributed would be retained by the shareholder, as it could 
voluntarily be expended or be reached by his personal creditors. 
The adoption of respondent’s position would mean that no closely 
held corporation could ever accumulate any earnings, however 
reasonable the need.”’—Ayers & Son, CCH Dec. 20,603(M), 13 
TCM 952. 


Wen THE TAXPAYER computed the 
net operating loss, which may be carried forward or backward, 
she deducted the California personal income tax, which she had 
paid. Section 122(d)(5) provides that deductions “attributable” 
to the operation of a trade or business may be applied against 
the gross income received from a trade or business. The Tax 
Court held, however, that the state income tax could very well 
have been affected by her business income, but it was not 
“attributable” to her business income. State income taxes are of 
a personal nature imposed on income received from all sources, 
and they do not have such a direct relation to the operation of a 
business as to entitle a taxpayer to deduct them in computing a 
net operating loss. The deduction was denied.—Aaron, CCH Dec. 
20,587, 22 TC —, No. 170. 


On THE SALE of real estate to its own 
stockholders, a corporation realized taxable income. It accepted 
its own bonds and stock in payment for the real estate. The fact 
that the corporation received its own stock did not change the 
nature of the transaction from a taxable sale to a distribution in 
liquidation, because it was dealing in these securities as it would 
in securities of another corporation.—Country Club Estates, Inc., 
CCH Dee. 20,575, 22 TC —, No. 160. 


Tue July, 1954 BLS price indexes are accep- 
table for use by department stores employing the retail inventory 
and elective inventory methods.—Revenue Ruling 54-453. 

The exemption from income tax will not be denied to an other- 


Wise exempt “business league” merely because its activities in- 
clude the furtherance of a legislative program which is incidental 
in nature. The organization was operated primarily for the pur- 
pose of promoting a common business interest and for bettering 
the conditions of independent business.—Revenue Ruling 54-442. 
The House Committee on Government Operations may 
inspect certain 1953 tax returns.—Executive Order 10566. 
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The Supreme Court 


With its usual opening flurry of activity, the 
United States Supreme Court has cleared 
a number of state 
its docket. 


pending tax cases on 


In a pair of cases involving the Indiana 
gross tax, certiorari granted 
in Indiana Department of State Revenue v. 
Nebeker, Docket No. 55, in which the high 
state court ruled that an Indiana citizen 
is not subjectito the state’s gross income 


income was 


tax on margin stock transactions executed 
in New York City. However, certiorari 
was denied in Gross Income Tax Division v. 
Warner Brothers Pictures Distributing Cor- 
poration, Docket No. 296, in 
Indiana Supreme Court 


gross 


the 
that no 


which 
declared 
income tax is due from a foreign 
corporation on films distributed through its 
Chicago office for 


branch showing in 


Indiana. 

The high court accepted a brace of cases 
involving Ohio property taxes. Jurisdiction 
was noted in Society for Savings in the City 
of Cleveland v. Peck, Docket No. 204, and 
First Federal Savings and Loan Association 
of Warren Vv. Bowers, Docket No. 220. The 
first case challenges the decision that fed- 
eral should be included in the 
assessment of value of property represent- 


securities 


ing capital, not divided into shares, of an 
incorporated financial institution; the second, 
the ruling that a federal savings and loan 
association, which has as deposits only with- 
drawable must include federal se- 
curities in the amount subject to deposits tax. 

By denial of certiorari, the Court 
lower decisions in effect as follows: , 

The first Alaska general property tax 
was valid.—Hess v. Dewey, Docket No. 266. 


shares, 


left 


Louisiana severance taxes may be levied 
on oil and gas taken from lands leased from 
the federal government.—Murphy Corpora- 


Washington Tax Talk 


Paul K. Webster, 
New Assistant Commissioner .. . 


Form of Forms 


Washington Tax Talk 


tion v. Fontenot, Docket No. 221. The same 
taxes were validly collected during the 
period of the federal-state submerged lands 
dispute.—Superior Oil Company v. Fontenot, 
Docket No. 276. 

A city may collect a license tax for meat 
inspection from a slaughterhouse outside 
the city—Hall Brothers v. City of Cleveland, 
Docket No. 67. 


A foreign railway company consolidating 
with its subsidiaries and becoming a domes- 
tic corporation is subject to the Pennsyl- 
vania corporate loans tax, from the date 
of consolidation, on mortgage bonds issued 
prior to the change.—lIVestern Maryland 
Railway Company v Docket 
No. 298. 


Pennsylvania, 


Through per curiam dismissal of appeals 
for want of a substantial federal question, 
two other lower court decisions were left 


unchanged: 


Mississippi may collect its sales tax from 
persons renting or leasing equipment in the 
state.—Stapling Machines Company v. Stone, 
Docket No. 106. 


A foreign parent company whose major 
business is carried on by subsidiaries in 


Louisiana “commercial domicile” in 
of franchise taxes 
on intangibles used in the business relation- 
ship regardless of the situs of the intangibles. 

Arkansas Fuel Oil Corporation v. Fontenot, 


Docket No. 176. 


has a 


Louisiana for purposes 


Certiorari filed.—Petition for certiorari 
was filed on October 12, 1954, in Texas Gas 
Transmission Corporation v. Atkins, Docket 
No. 401. The Supreme Court 
had declared that the pipeline company, a 
foreign corporation qualified to do business 
in Tennessee, is liable for the payment of 


lennessee 


franchise and excise taxes even though it is 
wholly in interstate commerce. 
The taxes were held to be for the privilege 
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of engaging in business in corporate form 
in Tennessee and not for the privilege of 


doing business 


The Bureau 


Our cover.—The picture on our cover 
is that of Paul Kimball Webster, recently 
appointed as Assistant Commissioner of 
Internal Revenue in Charge of Operations. 
Mr. Webster succeeds Justin F. Winkle, 
who became Assistant Commissioner in 
Research and Planning in the 
Revenue Service. 


Charge of 
Internal 


Mr. Webster comes to the Internal Rev- 
enue Service with the highest commenda- 
tion of his superior officer, Commissioner 
Andrews. “I cannot think of any man 
who is more qualified than Mr. Webster 
to supervise our vast field operations,” Mr. 
Andrews said when introducing Mr. Web- 
ster to Service personnel. “He has an 
background of experience, and 
the Revenue Service is fortunate in having 
been able to obtain 


excellent 


his services.” 
As Assistant 
of Operations, 


Commissioner in 
Mr. Webster will 
the activities of the following Divisions 
of the Internal Revenue Service: Collection, 
Intelligence, Appellate, Audit and Alcohol 
and Tobacco Tax. 


Charge 
direct 


The scope of operations 


under his jurisdiction 


covers the period 
from the filing of returns by taxpayers to 
the final agreements between the taxpayer 
and the government. This includes the 
collection of all taxes, the audit and inves- 
tigation of tax returns, criminal fraud and 
similar investigations, the administrative 
system of tax appeals, and the administra- 
tion of tax laws relating to alcohol, alco- 


holic beverages, tobacco and firearms taxes. 


Prior to his appointment as Assistant 
Commissioner on September 27, 1954, Mr. 
Webster was a partner in an accounting 
firm with offices in Los Angeles and San 
Francisco, California. He is a 
of the American 


member 
Institute of Accountants, 
the American Accounting Association and 
the Association of Certified Public Account- 
ant Examiners, and is a member and past 
president of the California Society of Certi- 
fied Public Accountants. He was appointed 
as a member of the California State Board 


of Accountancy by Governor Warren in 
1952. 


The form of forms.—Drafting of the 1954 
income tax forms involved a rapid analysis 
of 925 pages of the 


854 


new tax law; re- 
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examination of every provision, paragraph, 
line and computation in the forms; re- 
arrangement of printing and mailing sched- 
ules; and studies of hundreds of suggestions 
from taxpayers and professional societies. 


The work centered in the Forms and 
Instructions Section of the Technical Plan- 
ning Division, team of a dozen 
experienced technicians was augmented by 
reinforcements from field offices. Estimates 
had to be made as to the effect of the new 
law on the physical size and shape of the 
income tax packages 
out to For instance, in 
to give proper coverage to the credits for 
dividends and retirement income, child- 
care deductions, exclusion of sick pay, etc., 
it was necessary to increase the usual 12- 
page instruction pamphlet to 16 pages. The 
tax packages will be mailed after Christmas 
(closer to the actual filing period) instead 
of in mid-October 


where a 


customarily mailed 


taxpayers. order 


There are four different packages: Num- 
ber 1, identified by a terra cotta stripe, goes 
to taxpayers whose 1953 
that their income came 
other nonbusiness sources and was less 
than $10,000; Number 2, marked by a yel- 
low stripe, taxpayers with non- 
business income of $10,000 or more; Number 
3 goes to farmers; and Number 4 goes to 
businessmen (proprietors or 
partnerships) who are 
a special schedule 
returns. 


returns showed 


from wages and 


goes to 


members of 
attach 
their 


required to 
(Schedule C) to 


All four packages contain one instruction 
pamphlet, two copies of the basic tax return 
form (Form 1040), and two copies of the 
capital gains schedule (Schedule D). Pack- 
age 1 contains nothing else. Package 2 
adds the form (Form 1040ES) for 
mating tax for the coming year. 
3, being for 


esti- 
Package 
who have different 
estimating rules, contains an estimate form 
for the current 


farmers 


year, and also contains 
two copies of the special schedule (Form 
1040F) for farm Package 4 con- 
tains an estimate form for the coming year 


and two copies of Schedule C 


The inclusion of the estimating form 
(Form 1040ES) in Packages 2, 3 and 4 
will eliminate the traditional separate mail- 
ing of this form, effecting an important 
economy while more nearly reaching all 
that need the form. 


income 


the taxpayers 


1040A is a 


enables 


Form 
which 


form 
under 
(Continued on page 922) 
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Administrative and Procedural Changes 


in the New Code 
By R. P. HERTZOG 


Nad NEW 1954 CODE makes a com- 
prehensive revision of the 1939 Code 
relating to procedure and administration. 
The changes represent a substantial simpli- 
fication and modernization of existing pro- 
visions. Administrative provisions which 
were scattered throughout the 1939 Code 
have, for the first time, been brought to- 
gether into a subtitle F, entitled 
“Procedure Administration.” As a 
result of this reorganization, a great num- 
ber of provisions 
thereby 
more 


new 
and 
have been combined, 
shortening them and providing a 
uniform application to the various 
internal revenue taxes. 

6151, relating to the time and 
place for paying any tax shown on a return, 
for example, represents the combination of 
38 different provisions which were scattered 
all the way from Section 51 to Section 3491 
in the old Code.’ To a substantial degree, 
this uniformity was achieved by applying 
to all taxes the more detailed administrative 
and procedural rules formerly applicable 
only to the income tax. The new admin- 
istrative provisions relate generally to all 
internal revenue taxes imposed; and, with 
the exception of those applying to alcohol 
and tobacco taxes, which are of a specialized 
character, only a limited number of admin- 
istrative provisions of special application 
have been left in the taxing subtitles 


Section 


Generally, the 1954 Code applies to tax 
years beginning after December 31, 1953, 

Note: Citations are to the Internal Revenue 
Code of 1954 unless otherwise specified. 

1See sections cited as counterparts of Sec. 
6151 of the 1954 Code in appendix—Table II. 

2 Sec. 7851 


Administrative Changes 


Subtitle F Has Greatly 
Streamlined and Modernized the 


Administrative Provisions 


and ending after August 16, 1954, the date 
of enactment.” Thus it covers income tax 
returns for the calendar year 1954, as well 
as short taxable years beginning in 1954 
and ending after August 16, 1954, and later 
taxable years.* It applies to estates of de- 
cedents dying after the date of enactment 
and to gifts made in calendar year 1955 and 
thereafter.* The 1954 Code repeals or super- 
sedes the 1939 Code as of the dates the 
corresponding provisions of the new Code 
become effective.’ In general, the adminis- 
trative provisions are now in effect. How- 
ever, the 1939 Code provisions relating to 
assessment, collection, refund, etc., remain 
in effect until the end of 1954.° Since the 
effective dates vary somewhat, they will be 
mentioned in the body of the article. 


The changes of most general application 
and interest, as far as administrative provi- 
sions are concerned, are the changes in the 
time of filing returns; the changes made in 
the declaration system for individuals; and 
the establishment, for the first time, of a 
declaration system for corporations, These 
® Sec. 7851(a)(1) (A). 

* Sec. 7851(a) (2). 
5 Sec. 7851. 
* Sec. 7851(a) (6) (B) 





Mr. Hertzog is assistant chief counsel, Internal 


Revenue Service. 


The material contained in 


this article does not include interpretations 
or explanations which will be 

the subject of regulations now in the 
process of preparation. 


will be discussed along with other signifi- 


cant changes 


Filing Dates of Returns 


Income tax day, insofar as the individual 
taxpayer is concerned, has 
March 15 to April 15, thus giving the 
taxpayer on a calendar-year basis (which is 
used by the great majority of individuals) 
an extra month to recover from Christmas 
expenses and sparing him the yearly ordeal 
of hearing and about the 
Ides of March, A similar one-month post- 
ponement is provided for individual taxpay- 
ers using a that all 
returns are now due 
instead of 244 months, after 
of the taxable year." 


been changed 


from 


reading clichés 


fiscal-year basis, so 
individual income tax 
34% months, 


the close 


The new Code also postpones from March 
15 to April 15 the date for filing gift tax 
returns.” ‘There is no change in the filing 
corporate returns,’ except in the 
case of tax-exempt cooperatives. 


date for 
Corpora 
tions must continue to file their returns on 
or before March 15 on a calendar-vyear basis 
and on or before the fifteenth day of the 
third month following the close of the fiscal 
year if they are on a fiscal-year basis, The 
filing date for the returns of calendar-year 
cooperatives is postponed to September 15 
(and a fiscal-year cooperative has until the 
fifteenth day of the ninth month following 
the year of tax liability)” to coincide with 
their last day for declaring patronage divi 


dends with respect to the 
11 


taxable year’s 


business 


The change in the filing date for individual 


taxpayers also involves the postponement 


* Sec. 6072(a) 

* Sec. 6081 

*Compare Sec 
1939 Code 

” Sec. 6072(d) 

" Sec. 522(b)(2) 

2 Sec, 6073(a) 
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6072(b) and Sec. 53 of the 
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from March 15 to April 15 of the filing date 
for the declaration of estimated tax and the 
first payment of estimated tax.” No changes 
were made in the present June 15, Sep- 
tember 15 and January 15 dates for amend- 
ing declarations of estimated tax, and for 
the last three quarterly 
mated tax, 


payments of esti- 
However, the date for filing a 
final return in lieu of an amended declara- 
tion has been changed from January 15 to 
January 31.” 

In the case of farmers, the time for filing 
their declarations of estimated tax remains 
January 15,% but they may avoid the ne- 
cessity of filing such declarations by filing 
final returns by February 15 
January 31 as_ before.” 
definition of “farming” 


instead ot 
Incidentally, the 
now includes oyster 
farming.” 

The provisions relating to the time for 
filing and paying corporation estimated tax 
will be discussed shortly in connection with 
the discussion of the newly created system 
for corporation estimated tax. 

Certain 
filing of 


minor changes relating to the 
returns will be mentioned at this 
point. In the case of individuals reaching 
age 65 during the taxable year, a return is 
now required only if gross income exceeds 
$1,200 instead of $600 as under the previous 
law." This, of filing 
requirements to those sections which per- 
mit two 


. 18 
or ove! 


course, corresponds 


exemptions for individuals of 65 

Another new provision permits married 
taxpayers to file a joint return, after having 
hled 
tax due 


separate returns, by payment of the 


under return 


a joint Previously, 


3 Sec. 
4 Sec 
8 Sec 
" Sec 
17 Sec 
1% Sec 


6015(f). 
6073(b) 
6015(f). 
6073(b) 
6012(a)(1). 
151(c). 
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before a joint return could be filed, it had 
been necessary for the taxpayers to pay all 
the tax shown to be due on the 
returns which had been filed.” Under the 
new Code the gesture of such a 
payment based on separate returns, and of 
refund later on in most cases, has thus been 
eliminated. This applies only to income 
taxes imposed under the new Code.” 


separate 


needless 


Another minor change is that a corpora- 
tion return filed under the new Code need 
be signed by only one officer, instead of 
two as at present; this officer may be any 
officer authorized by the rather 
than certain specified officers as at present.” 

The Code that the 
Service may prescribe by regulations where 
a return shall be filed by taxpayers not 
within any particular internal revenue dis- 
trict.” such generally 
were required to be filed in Baltimore.” 


company, 


new also provides 


Formerly, returns 
The filing of consolidated returns by cor- 
affiliated group has 
permitted since the Revenue Act of 
with certain exceptions, 


porations of an been 
1918, 
While these provi- 
sions are continued in Subtitle A of the new 
Code, it should be noted that the intercor- 
porate stock 
reduced 


ownership has 
to 80 per 
cent,” and the 2 per cent additional tax on 
the affiliated income has been eliminated as 
to certain regulated public utilities as well 
as to Western Hemisphere trade corporations.” 


requirement 


been from 95 per cent 


Under the 1939 Code, information returns 
were required of all persons making pay- 
ments to other persons of $600 o1 
consisting of rent, salaries, etc.” 


more, 
The new 
law limits the requirement for filing such 
returns to persons engaged in a trade or 
business and making such payments.” 


Declarations of Estimated Tax 
for Individuals 


Under the 
estimated income tax was required of every 
individual could rea- 
sonably be expected to exceed $600, if over 


1939 Code, a declaration of 


whose gross 


income 


1* Compare Sec. 6013(b) and Sec. 51(g)(2) of 
the 1939 Code. 

2 Sec. 7851(a) (6). 

21 Compare Sec. 
1939 Code. 

2 Sec. 6091. 

238 Sec. 53(b) (Income Tax), 1006(b) (Gift Tax), 
1604(a) (Tax of Employers of Eight or More) 
of the 1939 Code. However, Secs. 821(c) and 
864(c) of the 1939 Code, relating to estate taxes, 
provided that the Commissioner (Secretary) 
might designate the collector (now district 


6062 and Sec. 52(a) of the 


Administrative Changes 


$100 was from sources not subject to with- 
holding or if his gross income from wages 
could reasonably be expected to exceed 
$4,500, plus $600 for each exemption.” These 
requirements, which have been in effect since 
1943, have resulted in the filing in recent 
years of over three quarters of a million 
declarations where the individuals have no 
payments to make several hundred 
thousand where the payments were very 
small, This was largely due to the failure 
of the filing requirements to account ade- 
quately for individuals who were entitled to 
file joint returns or 
households, and for 


and 


heads of 
those who had small 
incomes but with more than $100 not sub- 
ject to withholding. 


returns as 


Also, penalties up to 10 per cent were 
levied under the 1939 Code for failure to 
declare or to make payment of the estimated 
tax declared, and an additional penalty up 
to 6 per cent was levied for substantial un- 
derestimation which occurred if the tax de- 
clared was less than 80 per cent of the 
actual tax liability for the year.” In the 
case of farmers, this occurred where the 
estimated tax declared was less than 66% 
per cent of the actual tax liability for the year. 


These penalties at times ran concurrently 
and could result in an aggregate penalty of 


16 per cent of the estimated tax due, Such 
charges were considered not only severe 
but complex. The former provisions did not 
discourage deliberate 
cause no charge for 


underestimation be- 
underestimation was 
made where the estimate was corrected by 
January 15 of the following year, and dis- 
criminated against both the taxpayer who 
estimated his tax correctly but failed to 
make his installment payments and the tax- 
payer who paid much of his tax during the 
year but failed to meet the 80 per cent test 
by January 15, They were also unfair to 
taxpayers who expected to receive the greater 
part of their income in the latter part of the 
year. 


Such deficiencies in the 1939 Code relat- 
ing to the estimated tax have been largely 
overcome by liberalizing both the filing re- 
quirements and the situations in which the 


director) with whom estate tax returns should 
de filed if part of the estate was located in 
more than one district. 
**Compare Sec, 1504(a) 
the 1939 Code. 
* Compare Sec. 1503(b) and Sec. 141(e) of the 
1939 Code. 
76 Sec. 147(a) of the 1939 Code 
27 Sec. 6041(a) 
* Sec. 58(a) of the 1939 Code. 
2® Sec. 294(d) of the 1939 Code. 


and Sec. 141(d) of 





penalty is excused, as well as by providing 
a uniform penalty rate. Under Section 6015 
of the Code, a declaration is now re- 
quired of a single taxpayer with no more 
than $100 of gross income from sources 
other than wages or salary, only if his gross 
income is expected to exceed $5,000; and no 
declaration is required of a married taxpayer 
if his gross income, combined with that of 
his spouse, is expected to be $10,000 or less. 
(This also applies to a head of a household.) 
For an individual with more than $100 of 
income not subject to withholding, a dec- 
laration will be required only if gross in- 
come is expected to be more than $400 plus 
$600 per exemption 


new 


In place of the present complicated sys- 
tem of penalties, Section 6654 imposes a 
uniform penalty of 6 per cent on unpaid in- 
stallments of the estimated tax, This 6 
per cent per annum is imposed on the 
amount by which the installment of esti- 
mated tax paid is less than 70 per cent (66% 
per cent in the case of farmers) of the quar- 
terly installment due on the basis of the 
final return for the year. For this purpose, 
as under the 1939 Code, amounts withheld 
are considered as payments of estimated tax.” 


In order to make adequate allowance for 
taxpayers whose income is difficult to esti- 
mate, and which may be realized at a non- 
uniform rate throughout the taxable year, 
the penalty for underpayment is excused in 
four situations.” These are when the in- 
stallment paid is not less than (1) an amount 
based on the previous year’s tax (if a re- 
turn was filed showing a tax liability and the 
year contained 12 months); (2) an amount 
based on the previous year’s income com- 
puted with current year’s rates and exemp- 
tions; (3) 70 per cent of the tax computed 
by annualizing taxable income up to the 
month of the installment (this aids the tax- 
payer who to receive the greater 
part of his income in the latter part of the 
year); or (4) an amount equal to 90 per cent 
of the tax computed on the actual income up 
to the month of the installment as if such 
income were for a full year (this aids the 
taxpayer who expects to receive the greater 
part of his income in the early part of the 
year) 


expects 


Willful failure to file a declaration of esti- 
mated tax was a crime under Section 145 of 


the 1939 Code. The new law removes the 


criminal penalty for failure to file a declara- 
tion. However, a willful failure to pay an 
estimated tax remains a crime under Section 
7203 of the new law. 


Declaration System for Corporations 


There was no provision in the 1939 Code 
for the declaration of estimated tax by cor- 
porations. Prior to the Revenue Act of 1950, 
corporations were permitted to pay their 
income taxes in four quarterly installments,” 
but under that act payments were acceler- 
ated over a five-year period to two 50 per 
cent installments, that a calendar-year 
corporation will pay one half of its 1954 
income tax on March 15, 1955, and the 
remaining half on June 15, 1955." Since 
corporate taxes account for almost 30 per 
cent of the government’s tax receipts, this 
lumping of such payments in a three-month 
period many difficult problems for 
managing the public debt and for corpora 
tions to manage their own financing, Many 
corporations handle this problem by put 
chasing sufficient short-term government 
obligations to cover their tax liability. 


so 


poses 


The new Code provides a system of dec 
larations of estimated income tax for the 
larger corporations which accelerates the re- 
ceipt of these tax moneys, and thus mini- 
mizes the previous adverse effects on the 
money market, as well as saving the govern- 
ment the interest expense previously incurred 
on short-term obligations purchased to pay 
corporate taxes. 

Section 6016 of the new Code requires 
each corporation whose income tax liability, 
less certain credits, can reasonably be ex- 
pected to exceed $100,000 to file an esti- 
mated tax return starting with taxable years 
ending on and after December 31, 1955 
This return is due by the fifteenth day of the 
ninth month of the taxable year and may be 
amended by the fifteenth day of the twelfth 
month.” A five-year transition period has 
been provided in order to adjust to the new 
quarterly payment of declarations. By 1959, 
calendar-year corporations will be wholly 
converted to the new system. Corporations 
having a tax liability of less than $100,000, 
and not covered by the estimated provisions, 
will continue to pay their taxes in two 50 
per cent installments as at present;” and 
those covered by the estimation provision 
will pay the $100,000 in the same manner. 





* Compare Sec. 6654(e)(2) and Sec. 294(d) 
of the 1939 Code. 

™ Sec. 6654(d). 

% Sec. 56(b) of the 1939 Code prior to amend- 
ment by Sec. 205(a) of the Revenue Act of 1950 
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* Sec. 6074. 
% Sec. 6152. 
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from the 
corporations 


By exempting 
provisions 


estimated tax 
whose yearly tax 
liability cannot reasonably be expected to 
exceed $100,000, only about 20,000 corpora- 
tions (or about 3 per cent of all corpora- 
tions), will be affected. However, these 
20,000 corporations account for approximately 
85 per cent of all corporate income tax lia- 
bilities, By converting to the new system, 
there is no shifting of tax receipts from cal- 
endar-year corporations to an earlier fiscal 
year of the government. However, in the 
case of fiscal-year corporations (approxi- 
mately one third of all corporations) the 
payments will be shifted into an earlier fiscal 
year in an amount estimated by the Treas- 
ury to be in the neighborhood of $150 million 
annually over the transition period, based on 
present tax rates, 


The penalties provided for failure to com- 
ply with the new declaration system with 
respect to corporations is very similar to 
that effective as to individuals, which is 6 
per cent on the underpayment of an install- 
ment.” An underpayment exists, as in the 
case of individuals, where the amount of an 
installment paid is less than the amount of 
an installment, based on 70 ner cent of the 
income tax reported in the final return less 
$100,000, and certain credits. The exceptions 
to the imposition of the penalty closely 
parallel those for individuals and are drawn 
so as to minimize the hardship which would 
otherwise arise because of the uncertainties 
involved in correctly gauging corporate in- 
come, or in assembling the 
formation for that purpose 


necessary in- 


Changes in Assessment 
and Collection Provisions 


The 1954 Code assessment 
procedure followed since the 1952 reorgani- 
zation of the Internal Revenue Service. 
Under this procedure, assessment occurs 
when the taxpayer’s name, address and tax 
liability are recorded in accordance with 
rules laid down by the Secretary of the 
Treasury.” In practice, this is done in the 
local district director’s office, frequently by 
accounting machines. Before the 1952 reor- 


enacts the 


ganization, assessment of taxes shown on 
yearly taxable returns, which now approach 
almost 50 million, was not completed until 
locally prepared assessment lists had been 
transmitted to Washington and certified.” 
The 1954 Code also provides that a copy of 
the assessment record is to be furnished toa 
taxpayer upon request.” 


Section 6213(b)(3) is a new provision 
which will help correct a group of related 
problems dealing with whether a remittance 
is a payment of tax or a mere deposit. This 
is important insofar as the statute of limita- 
tions as to refunds is concerned,” and as to 
whether there exists a deficiency after such 
a remittance“ and whether such a remit 
tance is a payment for interest purposes.* 
The decisions in this area are somewhat 
difficult to reconcile. It may be that the 
same payment can be regarded as not the 
payment of the tax for purposes of starting 
the statute of limitations,“ as a payment of 
the tax for purposes of denying jurisdic- 
tion to the Tax Court,“ and as or as not the 
payment of a tax for interest purposes, de 
pending upon which court one goes into.” 


Section 6213(b)(3) seeks to correct this 
by providing, in essence, that a remittance 
in respect of a tax, or taxes, constitutes an 
implied waiver of the restrictions against 
assessment. As previously, the assessment 
and collection of a deficiency, except in the 
case of jeopardy, are otherwise prohibited 
until after a notice of deficiency is issued 
giving the taxpayer the opportunity to go 
to the Tax Court, but such prohibition does 
not apply if the taxpayer waives the re 
strictions.” Application of remittances of 
this type to an assessment made pursuant 
to this new provision will no doubt consti 
tute a payment for all purposes. 


2 


This new provision should dispose of the 
treatment of such remittances in 
cases involving taxes imposed 
1954 Code. 
sessment 


Tax Court 
under the 
Since this section permits as 
of these amounts, such assess- 
ments can be made in all Tax Court cases 
following payment, and consequently any 
Overpayment which may be due can prop 





% Sec. 6655. 

37 Sec. 6203. 

3% Sec. 3641 of the 1939 Code 

% Sec. 6203. 

Sec. 6511; Secs. 322, 
of the 1939 Code 

“1 Sec. 6211; Secs. 
1939 Code. 

“ Secs. 6601 and 6611; 1939 Code—see sections 
cited as counterparts of Sec. 6601 of the 1954 
Code in appendix—Table II, and Sec. 3771. 


910, 1027, 1636 and 3313 


271, 870 and 1011 of the 


Administrative Changes 


“ Thomas v. Mercantile National Bank at 
Dallas, 53-1 ustc § 10,905, 204 F. (2d) 943 (CA-5). 
“ McConkey v. Commissioner, 52-2 ustc § 9537, 
199 F. (2d) 892 (CA-4), cert. den., 345 U. S. 924 


(1953); and Bendheim v. 
ustc f 9446 (CA-2). 

“For a further discussion, see ‘‘Advance 
Remittances for Proposed Additional Taxes 
Jurisdiction of the Tax Court and Related 
Problems,’ TAXES, June, 1954, p. 478. 

“Sec. 6213; Secs. 272, 871 and 1012 of the 
1939 Code. 


Commissioner, 54-1 





erly be found by the Tax Court. This has 
been the source of considerable difficulty in 
the past because of the holding of these 
remittances by the collection officer in 
accounts called 9-D, or suspense 
accounts, and the failure to take account of 
them in the Tax Court’s Since 
this section is effective only with respect 
to taxes imposed under the new Code,” there 
may still problems concerning remit- 
tances in respect of deficiencies of 
imposed under the 1939 Code. In these 
situations it may well to consider the 
provisions of the 1939 Code which permit 
waiver of the restrictions against 
ment.” These provisions of the 1939 Code 
continue to be applicable with respect to 
taxes imposed by that Code.” 


The Code makes two changes in 
procedure for sending notice of tax liability 
and demand for payment.” First, notice 
and demand must be given to the taxpayer 
within 60 days after assessment by leaving 
the notice at the taxpayer’s home or usual 
place of business or by mailing it to his 
last-known The 1939 Code re- 
quired a ten-day notice and did not specify 
that it could be mailed to the taxpayer’s 
last-known address.” Second, the tax may 
not be demanded until after the due date 
for payment, except in the case of jeopardy. 
This prevents the director from making a 
premature demand for tax shown in an early 
return and the due 
The taxpayer until the 
day to pay. 


special 
decision. 
arise 
taxes 
be 


assess- 


new 


address 


before 
still wait 


assessed date. 


can last 
The new Code eases former restrictions 

the method of payment of taxes 
permitting all types of checks and money 
orders to be in payment of taxes 
and stamps;™ by providing for accep- 
tance of United States notes and certificates 
of payment of 
well as for taxes;™ and also by permitting 
acceptance of foreign currency in payment 
of 64 


on by 
received 

ror 
indebtedness in 


Stamps, as 


taxes 
The new Code does not change the basic 
which time of 
However, a number of minor 


lien for taxes arises at the 


assessment.” 
changes have been made in the provisions 


It 


dealing with tax liens and their validity. 


is now specifically provided that a notice in 


a Sec 
“as Secs 
1939 Code 
* Sec. 7851(a) (6) (A). 
5 Sec. 6303 
Sec. 3655(a) of the 1939 Code 
52 Sec. 6311. 
% Sec. 6312 
* Sec. 6316 
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7851(a) (6) (A). 


272(d), 871(d) and 1012(d) of the 


November, 


the form which would be valid if filed in the 
district court is valid if filed in the office 
designated by local law, regardless of the 
form of notice required by local law.” 
Special provisions dealing with estate and 
gift tax liens have been changed to exempt 
the trustee of a qualified employee trust 
from personal liability for estate taxes and 
to broaden the divestment of gift and estate 
tax liens to property transferred to a bona- 
fide pledgee mortgagee for full con- 
sideration.” It is also specifically provided, 
now, that a lien may be released if the 
interest of the United States in the property 
is valueless.” 


The rules with respect to collection 
through levy and distraint have also been 
rewritten and modernized and a number of 
changes made which permit more latitude 
in enforcing the collection of unpaid taxes. 
The 1939 Code required the government to 
proceed against personal property before it 
could levy on real property.” Section 6331 
of the new Code drops this rule to permit 
levy on real property without first proceed- 
ing against personal property. The excep- 
tion to the ten-day waiting period for the 
seizure of property after notice and demand 
in cases of jeopardy, as it formerly existed 
with respect to certain taxes, has now been 
extended to all taxes. The new 
provides, for the first time, for levying on 
the salary or wages of federal employees, 
officers or elected officials in the same way 


or 


Code also 


as for any other delinquent taxpayer. 


The list of household goods, etc., exempt 
from levy and seizure for unpaid taxes has 
been modernized and streamlined by the 
new Code. Among the items specifically 
exempt under the 1939 Code “‘live- 
stock,” enumerated as “one cow, two hogs 
five sheep and the wool thereof, provided 
the aggregate market value of said sheep 
shall not exceed $50,” and “fodder,” speci- 
filed as the for 
hogs and sheep for 30 days.” 


was 


necessary food such cow, 
In all ma- 
terial respects the section containing these 
provisions remained unchanged since first 
enacted 90 years ago in 1864." It took a 
long, long time to get that cow, the two 
hogs and those five sheep out of the reve- 


nue statute books. Under Section 6334 of 


5 Compare Secs. 6321-6322 with Secs. 3670-3671 
of the 1939 Code 

% Sec. 6323(b). 

ST Sec, 6324. 

* Sec. 6325. 

5° Sec. 3700 of the 1939 Code. 

* Sec. 3691 of the 1939 Code 

* Sec. 28, Act of June 30, 
3187 of the Revised Statutes. 
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the new Code, the taxpayer may still retain 
livestock, but only as part of a general 
category including furniture, personal ef- 
fects and other household items, not to 
exceed $500 in value. It is now provided 
that the officer seizing and levying on prop- 
erty shall appraise and set aside the exempt 
property, but if the taxpayer objects to his 
valuation, three disinterested individuals 
must be summoned to make the valuation. 
Previously, the appraisal had to be made by 
“three householders of the vicinity’’ sum- 
moned by the seizing officer.” 


Additional collection provisions in the 
new Code allow the Treasury more latitude 
in enforcing collection of unpaid taxes. Pro- 
visions with respect to the time and place 
of sale, etc., which previously restricted the 
effectiveness of collection procedures, have 
been broadened.“ More freedom in the 
methods of holding the sale of seized prop- 
erty has been provided in order that the 
highest price possible might be secured, to 
the benefit of both the taxpayer and the 
government. 


A levy may now be released if it will 
facilitate collection of the tax, as, for ex- 
ample, where the taxpayer makes a satis- 
factory agreement to pay his tax liability 
in installments.“ Sale of seized property 
must be by public auction or by public 
sale under sealed bids, but the manner and 
conditions of sale are left up to Treasury 
Regulations.™ Full payment of the sales 
price does not have to be made at the time 
of sale, as formerly, but a down payment 
may be accepted with the balance deferred 
up to a period of one month.® Perishable 
goods can also be more readily sold than 
formerly to avoid loss from spoilage.” 


A restriction has been added, however, 
with respect to the collection of jeopardy 
assessments. Upon issuance of a deficiency 
notice and appeal to the Tax Court, the 
property seized under a jeopardy assess- 
ment cannot be sold while such proceeding 
is pending unless the taxpayer consents to 
the sale, or the property is perishable or 
depreciates rapidly.” The 1939 Code had 


no comparable limiting provision with re- 
spect to the collection of jeopardy assessments. 


The collection provisions of the new Code 
will become effective on January 1, 1955, 
and will be effective after that date with 
respect to taxes imposed under both Codes.” 


Changes in Limitations Provisions 


The 1939 Code provides a three-year limi- 
tation period for the assessment of income, 
estate and gift taxes and four years in the 
case of most other taxes.” Section 6501(a) 
of the new Code adopts a uniform three- 
year rule for all taxes. The three-year 
period starts to run with the filing of a 
return, but for limitation purposes an early 
return is not deemed to have been filed 
until the last day on which it is due to be 
filed." Formerly the limitation period, ex- 
cept for income taxes, started to run from 
the actual date of the filing of a return prior 
to the due date.” This limitation period, 
of course, does not apply in the case of 
false or fraudulent returns or where no re- 
turn is filed.“ It is also inapplicable to 
returns prepared by the Treasury where 
the taxpayer has failed to file a return.” 
Under the old law it was held that such a 
return started the limitation period running 
the same as if the sarne return had 
filed by the taxpayer.” 


been 


Another limitation change is with respect 
to the period allowed in the case of a 
25 per cent omission from gross income. 
This period has now been extended from 
five years to six years and is applied to 
estate and gift taxes as well as to income 
taxes, to which it formerly limited 
(Section 6501(e)). The term “gross income” 
in the case of income tax returns has been 
redefined to mean, for this purpose, in the 


was 


case of a trade or business, gross receipts, 
without diminution for the cost of sales or 
services, This change, insofar as returns 
filed under the new Code are concerned, 
will resolve a conflict in decisions on the 
meaning of gross income for this purpose 
The Treasury and the Tax Court took the 
position that the overstatement of cost of 





® Sec. 3691(b) of the 1939 Code. 

*® Secs. 6335-6336. 

* Sec. 6343. 

® Sec. 6335(e) (2) (A). 

® Sec. 6335(e)(2)(D). 

*7 Sec. 6336. 

*% Sec. 6863(b)(3). Effective with respect to 
jeopardy assessments made on or after January 
1, 1955, of taxes imposed under both Codes 
Sec. 6863(b) (3) (C). 

*® Sec. 7851(a) (6)(B). 


Administrative Changes 


7” Secs. 275(a), 874(a), 1016(a), 1635(a) and 
3312(a) of the 1939 Code. 

™ Sec. 6501(b) (1). 

7 Secs. 275(f), 874(a), 1016(a) and 1635(a) of 
the 1939 Code. For miscellaneous taxes, a 
different limitation applied (Sec. 3312(a) of 
the 1939 Code). 

™ Compare Sec. 6501(c)(1) and (3) with Secs 
276(a), 874(b)(1), 1016(b)(1), 1635(b) and 
3312(b) of the 1939 Code. 

™ Sec. 6501(b) (3). 

® Sec. 3612(d) of the 1939 Code. 





goods sold constituted an from 
gross income, but one of the circuit courts 
took a contrary view.” 


omission 


Another new provision is to the effect that 
the six-year limitation period will not apply 
if sufficient disclosure of the 
amount ot 


and 
made in the 
attached to the 
should also result in 
As applied to estate and 
gift taxes, the six-year 


nature 
omitted items is 
return or in a statement 
return.’ This change 


less litigation.” 


‘riod applies if 


pe 
omission of 25 per 


there is an cent 
estate or total 
This will not apply 
to differences between the taxpayer and the 
government as to 


from 
the gross trom the 


provision 


giits 
reporte d 


valuation of property 
if adequate disclosure is made of omitted 


items.” 


The with respect to 
amount limitations on refunds o1 


rules time and 
credits have 


been 


also made more uniform and simpli 
fied. Under the 1939 Code, a taxpayer could 
file a timely claim for refund within three 
years from the filing of his return, but the 
refund was limited to the tax paid within 
that preceding three-year period.” If a 
return filed after the due date and a 
refund claim was filed thereafter, a tentative 
tax paid on the due date might not be 
refundable. This will not happen under the 
new law now must be filed 
within three years after the due date. This 
greater uniformity between the limitations on 
the time for claiming a refund or credit and the 
amount recoverable was achieved by cutting 


was 


since the claim 


down the allowable filing time for a refund 
claim 


Because an automatic extension of time 
is now granted corporations (Section 6081) 
and because the full impact of this on re- 
fund limitations might not otherwise be 
realized, the new Code provides that a claim 
for refund will not be timely unless filed 
within three years of the date the return was 
due, rather than within 
later filing date 
While always open to 
taxpayers, this provision was probably in 


years of the 
(Section 6511(a)). 
was 


three 
actual 


such course 


% Uptegrove Lumber Company v. Commis- 
sioner, 53-2 ustc § 9475, 264 F. (2d) 570 (CA-3). 
The Third Circuit has reaffirmed its position in 
Deakman-Wells Company, Inc. v. Commis- 
sioner, 54-1 ustc § 9439 (decided June 8, 1954). 
However, the Tax Court has maintained its posi- 
tion in Estate of J. W. Gibbs, Sr., CCH Dec. 
20,101, 21 TC —, No. 55 (1954). 

™ Sec. 6501(e)(1)(A) (ii) and (2). 

™ See George Slaff, CCH Dec. 19,724(M), 12 
TCM 644, now on taxpayer's appeal to the 
Ninth Circuit, for a recent example. 

™ Sec. 6501(e)(2). See also S. Rept. 1622, 
83d Cong., 2d Sess., pp. 144, 584-585 (1954). 
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Changes have been made which permit 
more latitude in enforcing 
the collection of unpaid taxes. 


tended for their benefit.“ However, it 
should be noted that, under the new Code 
provision, a claim for refund which would 
have been timely under the old Code, al- 
though limited in recovery, is no 
a timely claim. An illustration may 
to explain the matter more simply. 
that a calendar-year 
completed 1954 return three 
pursuant to the automatic 
vision of the new Code. It files a tentative 
return on March 15, 1955, and pays one 
half the tax shown to be due thereon.” On 
June 15, 1955, a final return is filed and the 
remaining half of the tax is paid. Under 
the 1939 Code, half the tax could be re- 
covered if a claim were filed on June 15, 
1958." Under the new Code, no refund can be 
had if the claim is filed after March 15, 1958. 


longer 
serve 
Assume 
files its 
months 


corporation 
late 


extension pro- 


In order to more carefully define when 
a return has been filed which will start the 
statute of limitations running, the new Code 
for the first time provides that a return filed 
in good faith by a taxpayer believing it is a 
trust or a partnership will be deemed a 
corporation return if the taxpayer is later 
taxed as a corporation and that an informa 
tion return filed by an organization believ 
ing, in good faith, that it is exempt will 
start the statute of limitations running.™ 


Existing law provides a six-year limita- 
tions period for collection of a tax after its 
assessment.” been changed 
However, the new Code 
provides for a suspension of this statute of 


(Section 


This has not 
in the new Code.” 
limitations in two new instances 
6503). One is the situation where 
a taxpayer, other than the 
decedent or an incompetent, are in the con- 
trol or custody of a court. 


assets of 


estate of a 


Present law 
provides only for a suspension of the limita- 
tions period in the case of income and gift 


® Sec. 322(b)(1) and (b)(2) of the 1939 Code. 

81 Senate report cited at footnote 79, at p. 
145 (Item e). 

*% The new estimated tax provisions for cor- 
porations are not effective with respect to the 
1954 taxable year. Sec. 6016(f) of the 1954 
Code. Calendar-year 1954 corporation income 
taxes may be paid in two installments. Sec. 
6152(a)(1)(B). 

8 Sec. 322(b)(2) of the 1939 Code. 

*% Sec. 6501(g)(1) and (2). 

% Secs. 276(c), 874(b)(2), 1016(b)(2), 
and 3312(d) of the 1939 Code. 

56 Sec. 6502. 
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taxes in the case of bankruptcy or receiver- 
ship.” This new provision applies a broader 
rule uniformly to all taxes. The second is 
the situation where collection is hindered 
or delayed because property of the tax- 
payer is situated or held outside the United 
States, or is removed from the United 
States. This similarly applies uniformly to 
all taxes. 


The limitation period con- 
tinues to be two years after rejection of a 
claim for refund but the new Code now 
provides for waiver by the taxpayer of the 
statutory notice of rejection, in which event 
the two-year period begins on the date the 
waiver is filed.” The new Code also per- 
mits unlimited extensions of the refund suit 
period by written agreement.” 
extension was limited to 
one or 


refund suit 


Formerly, 
the date of final 
more pending 
named in the agreement.” 


decision in cases 


The 1954 Code extends from three years 
to six years the period for criminal prose- 
cution based on (1) willful failure to pay 
any tax or to make a tax return, (2) making 
false statements and fraudulent documents, 
(3) intimidating officers and employees of 
the United States and (4) offenses com- 
mitted by United States officials and em- 
ployees. The existing periods of six years 
and three years for certain other offenses 
have not been changed (Section 6531) 


Two other changes in the criminal limi- 
tations periods might be noted. Formerly, 
the limitation period was suspended while 
the taxpayer was outside the judicial district 
in which the offense was committed.” Now 
the period of limitation is suspended only 
while the taxpayer United 
The 
other change provides for the extension of 
the limitations period until nine 
after a complaint is instituted before a 
United States commissioner in lieu of an 
extension until discharge of the grand jury 
at its next session within the 


is outside the 
States or is a fugitive from justice.” 


months 


district.” 


Changes Relating to Judicial Proceedings 


The new Code would seem to provide 
answer to several problems which have 


7 Secs. 274(b) and 1015(b) of the 1939 Code 
Sec. 6532. 

” Sec. 6532(a) (2) 
Sec. 3774(b) of the 1939 Code 
Sec. 3748(a) of the 1939 Code. 

* Sec. 6531. Note that this new rule is made 
retroactive and a special rule contained in this 
section prevents a hiatus from occurring because 
of this (parenthetical part of last paragraph 
of this section). 


Administrative Changes 


plagued taxpayers and the government alike 
for many years. It involves the concurrent 
jurisdiction of the court hearing a refund 
action—a district court or the Court of 
Claims—and the Tax Court. 

Under prior law, if cases involving the 
same income, gift or estate tax were pend- 
ing before a district court or the Court of 
Claims and also the Tax Court, the court 
which first reached the case on its calendar 
for trial had jurisdiction.™ 
been 


This has now 
give the taxpayer the 
choice of which court shall have jurisdic 
tion (Section 7422(e)). 


changed to 


If, before a case in the district court o1 
Court of Claims has proceeded to hearing, 
a deficiency notice is issued for the same 
year and for the same kind of tax, the court 
proceeding is automatically stayed and the 
taxpayer has a choice. If he 
Court petition, that court has sole juris- 
diction and the other court loses juris- 
diction. If he fails to file a Tax Court 
petition, the district court or Court of 
Claims has sole jurisdiction. 


files a Tax 


In the latter event, the government is 
entitled to counterclaim in that suit even 
though the time for filing the counterclaim 
may have expired and the taxpayer has 
the same burden of proof with respect to 
the counterclaim as he would if he had 
appealed to the Tax Court. 

This new provision became effective 
August 17, 1954, but it does not apply to 
any district court or Court of Claims suit 
pending, instituted or commenced 
the date whether or not tried.” 


before 


Another change of importance with re- 
spect to judicial proceedings is the allow- 
ance of an additional month for the filing 
of a cross-appeal to a United States court 
of appeals from a decision of the Tax Court 
if a petition for review is filed by one party 
to the proceeding.” Formerly, such cross- 
appeals were required to be filed within the 
same three-month period within which a 
petition for review had to be filed.” 

There are several minor changes with 
respect to Tax Court procedure, but per- 
haps the only change of particular impor- 
tance is that the Tax Court is now required 


* Compare Sec. 6531 with Sec. 3748 of the 
1939 Code. 

“Ohio Steel Foundry Company v. U. 8., 2 
ustc { 482, 38 F. (2d) 144 (Ct. Cls., 1930); Camp 
v. U. 8., 1930 CCH { 9613, 44 F, (2d) 126 
(CCA-4). 

*® Sec. 7422(e). 

* Sec. 7483. 

* Sec. 1142 of the 1939 Code. 





to follow the rules of evidence applicable 
to nonjury trials in the United States Dis- 
trict Court of the District of Columbia.” 
This is a modernization of the 1939 Code 
that the Tax Court follow the pre- 
September 16, 1938 equity rules of the Dis 
trict of Columbia courts.” 


rule 


There is another change in judicial pro- 
ceedings which should be noted at this 
point even though it does not appear in the 
new Code The Judicial was re- 
cently amended to permit the taxpayer to 
sue the United States in the district court of 
the district where he resides, regardless of the 
amount involved, and the amendment further 
provides that either party may request a 
jury trial.’ Formerly, jury trials were 
permitted only in suits against the individ- 
ual collector or district director of internal 


Code 


revenue, as he is now called, and generally 
these suits were required to be brought in 
the district court of the district where the 


defendant resided. 


There were formerly two disadvantages 
United States in a refund ac- 
(1) The United States could be sued 
in the district court only where the refund 
sought $10,000, the 
collection officer to whom the tax was paid 
dead*’ and (2) the 
trial denied both 
The disadvantages of suing the 


in suing the 
tion 


was less than unless 


was out of office, or 


right to a jury was 


103 


parties 


suit must be 
brought in the district where he resides and 


collection officer are that the 


a number of problems arise where the col- 
lection officer to whom the tax was thought 
to have been paid is out of office, or dead.™ 

No doubt 
future will be brought under this provision 
against the United States rather than against 


most refund actions in the 


the individual collector or director to whom 
the tax was paid, because of the uncertain- 
ties involved, at times, in such suits against 
such official.” 


” Sec, 7453 

"Sec. 1111 of the 1939 Code. See, also, the 
new provision contained in Sec. 7456(b) of the 
1954 Code with respect to the failure of a 
‘foreign"’ petitioner in the Tax Court to pro- 
duce records 

 P. L. 559, 83d Cong., amended Sec. 1346(a) 
of Tit. 28, the Judicial Code. 

Sec. 1391(b) of Tit. 28, USC 

1 Sec. 1346(a)(1) of Tit. 28, 
amendment by P. L. 559 

18 Sec, 2402 of Tit. 28, USC. 

1% Sec. 1391(b) of Tit. 28, USC 

% See articles listed in 1954 CCH Standard 
Federal Tax Reports, at p. 49541. 

1% Sec. 710 of the Revenue Act of 1928. 

mp. L, 271, 8ist Cong., Sec. 10(b) amending 
Sec. 3777 of the 1939 Code 


864 


USC, before 
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Other Changes of Interest 
in Subtitle F 


Starting about 1928, all refunds and 
credits in excess of $75,000 were required 
to be reported to the Joint Committee on 
Internal Revenue Taxation.” The amount 
was increased to $200,000 in 1949." Under 
the new Code the amount to be reported has 
been lowered to $100,000 (Section 6405). 
As under the 1939 Code, no refund or credit 
of any income, estate or gift taxes exceeding 
the amount stated may be made until 30 
days after a report is made to the joint com- 
mittee. Exceptions are made as to so-called 
‘quickie” carry-backs and, of course, as to 
cases decided by the courts (as distin- 
guished from cases being settled), The new 
provision is effective with respect to refunds 
or credits allowed after the date of enact- 
ment of the new Code with respect to taxes 
imposed under both Codes.™ 


The new Code makes timely mailing 
equivalent to timely filing for all documents 
except tax and information returns (Section 
7502). It applies to Tax Court petitions 
with respect to which taxpayers have had 
considerable difficulty in the past. Many 
taxpayers have lost their right to contest 
asserted liabilities in the Tax Court before 
payment because of late mailing and delays 
in delivery” Under the rule, the 
postmark or registration date is considered 
as the delivery date. 
have 


new 


The document must 
deposited in the mail in the 
United States and properly addressed. To 
play safe when mailing just before the end 
of the applicable period, it might be well 
to deliver personally the stamped envelope 
for cancellation to your local United States 
post office.” 


been 


The new Code also provides that when 
the last day prescribed for performing an 
act falls on a Saturday, Sunday or holiday, 
the performance of the act shall be deemed 


8 Sec. 7851(a)(6)(B). 

1” More recently, some relief has been granted 
tardy taxpayers by the appellate courts. See 
Arkansas Motor Coaches Ltd., Inc. v. Commis- 
sioner, 52-2 ustc { 9400, 198 F. (2d) 189 (CA-8); 
Central Paper Company, Inc. v. Commissioner, 
52-2 ustc { 9534, 199 F. (2d) 902 (CA-G6): and 
Detroit Automotive Products Corporation v. 
Commissioner, 53-1 ustc § 66,051, 203 F. (2d) 785 
(CA-6). 

"° Regulations to be prescribed will indicate 
whether stamp machines may be used in lieu of 
regular stamps. Sec. 7502(b). The registry date 
shall be prima-facie evidence of mailing date 
Sec. 7502(c). This section is effective only if 
the mailing occurs after the date of enactment 
of the 1954 Code. Sec. 7851(a)(6)(C)(v). 
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timely if it is performed on the next suc- 
ceeding workday (Section 7503). <A legal 
holiday is defined as including a legal 
holiday in the District of Columbia as well 
as a legal holiday in the state in which 
the act is to be performed or the document 
is to be filed. This provision applies in 
determining the timeliness of the filing of 
returns, the payment of tax, the filing of 
refund claims, the making of assessments, 
the commencement of 
without assessment 
as well as to 
Court. 


suits for collection 
and for refund suits 
filed in the Tax 
It is effective with respect to taxes 
imposed under both Codes where the last 
date prescribed for the performance of the 
act occurs after the 
the 1954 Code.™ 


petitions 


date of enactment of 


There have been some important changes 
made in the new Code with respect to in- 
terest on taxes. The new provisions have 
simplified and consolidated the interest rules 
for all taxes and make them apply more 
uniformly to both underpayments and over- 
payments, But perhaps the most significant 
change which is worth noting is the elimi- 
nation of interest on interest. 

Under the 1939 Code, interest on defi- 
ciencies in income, estate and gift taxes ac- 
crued from the due date and was assessed 
to the date of assessment.’” Thereafter, if 
payment was not made within ten days after 
notice and demand, interest accrued on the 
assessed interest, as well as on the amount 
of tax assessed to the date of payment.” 
However, for taxes imposed under the 1954 
Code there will no longer be any compound- 
ing of interest, either on underpayments or 
overpayments.“ The standard 6 per cent 
rate of interest has been retained on both 
underpayments and overpayments while the 
existing 4 per cent rate has been continued 
in two special exceptions with respect to 
estate taxes. Since these provisions change 
existing rights and liabilities, they do not 
apply to taxes imposed under the 1939 
Code. 


Two changes of note have also been made 
in the penalty provisions (other than the 
estimated tax penalty provisions). In the 
case of fraud, a uniform penalty of 50 per 
cent of the underpayment is imposed for all 
taxes by the new Code (Section 6653). 
Under existing law, this penalty is based on 


the total amount of the tax imposed for 
certain taxes.”* This has been changed so 
that the 50 per cent penalty is levied under 
the new Code on the underpayment of all 
taxes. Where this penalty is imposed, the 
delinquency penalty for failure to file a 
return will not be levied with respect to 
the same underpayment.” An “underpay- 
ment” has been specifically defined for this 
purpose for the first time. For income, 
estate and gift taxes the underpayment is 
defined as the amount of the deficiency, ex- 
cept that if the return was filed late, the 
penalty applies to the total amount of the 
tax for that year.” 


Some new provisions permit the rounding 
to the nearest dollar of any assessment of a 
deficiency or underpayment, and of any 
amount allowed as a credit or refund (Sec- 
tion 7504). The Service is also authorized 
as a simplification measure to permit tax- 
payers to round to the nearest dollar 
amounts of income and deductions on their 
returns, as well as the total tax shown as 
due on the returns (Section 6102). How- 
ever, if the taxpayer so desires, he may file 
on the existing law, that is, by 
showing exact cents. There were no com- 
parable provisions in the 1939 Code. 


basis of 


Finally, brief reference should be made 
to a brand new penalty provision in the new 
Code which isn’t exactly a tax penalty. 
It is the provision providing a penalty for 
anyone attempting to pay his taxes with a 
bad check.’” This penalty is to be asserted 
and collected in the same manner as tax, in 
an amount equal to 1 per cent of the bad 
check. The minimum penalty is $5 or the 
amount of the check, whichever is lesser. 
The penalty will not be imposed, however, 
if the taxpayer tendered the check in good 
faith and believed that it would be honored. 
This penalty is effective only with respect 
to taxes imposed by the 1954 Code.” 


Subtitle F has greatly 
modernized the 


streamlined and 


administrative provisions 
It has, 
for the first tirae, brought together in one 


relating to internal revenue taxes. 


place uniform rules generally applicable to 
all taxes. Therefore, the changes incorpo- 
rated in Subtitle F will undoubtedly play an 
increasingly important part in 
practice. 


future tax 


[The End] 





11 Sec. 7851(a)(6)(C)(v). 
12 Secs. 292(a), 891 and 1021 of the 1939 Code. 
3 Secs. 294(b), 893(b) and 1023(b) of the 1939 
Code. 
114 Secs. 6601(f)(2) and 6611 
15 Sec. 7851(a)(6)(A). 


Administrative Changes 


6 Taxes other than income, estate and gift 
taxes. Sec. 3612(d)(2) of the 1939 Code. 

"7 Sec. 6653(d). 

18 Sec. 6653(c). 

1% Sec. 6657. 

120 Sec. 7851(a) (6) (A). 





What's on the Minus Side for Life Insurance 


Policyholders and for Endowment and 


Annuity Contract Holders? On the Plus Side? 


The Life Insurance, Endowment andgAi 


The author spoke on this subject at 

a meeting of the Section of Insurance 
Law, American Bar Association, in 
Chicago on August 17. 


QO* AUGUST 16, 1954, the 
affixed his signature to H. R. 8300, 
Eighty-third Congress, Second Session, 
which thereupon became Public Law 591 of 
this This bill, containing the 
Internal Revenue Code of 1954,’ has been 
characterized as the largest single piece of 
legislation ever enacted in the United States 
It represented the end product of two years 
of intensive effort by the Treasury Depart- 
ment and Congress, supplemented by thou- 
sands of suggestions from interested groups 
and individuals. The new “the 
first comprehensive revision of the internal 
revenue laws since before the turn of the 
century and the enactment of the income 
tax.”* In addition to rearranging the pro- 
visions to place them in more logical se- 
quence, obsolete material was deleted and 
an attempt was made to express the internal 
revenue laws in a more understandable 
The many substantive changes in 


President 


Congress. 


Code is 


manner. 
the law were designed to remove inequities, 
end harrassment of the taxpayer and reduce 
tax barriers to future expansion of produc- 
tion and employment.’ 

‘In an effort to differentiate in a few words 
between the Internal Revenue Code of 1954 and 
previous law, references in this paper to the 
"1939 Code"’ refer to the Internal Revenue Code 
of 1939, as amended to the time of the approval 
of H. R. 8300, 83d Cong., 2d Sess. Where neces- 
sary for clarity, references have been made to 
various revenue acts. Similarly, ‘‘H. Comm. 
Rept.’ refers to the report of the House Ways 
and Means Committee to accompany H. R. 8300, 
designated H. Rept. No. 1337, 83d Cong., 2d Sess. 
References to “S. Comm. Rept.’ are to S. Rept. 
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Much has already been written about the 
875 pages of fine print in the House bill, the 
577 pages of the House Ways and Means 
Committee report, as well as the 431 pages 
of Senate Finance Committee amendments 
and the accompanying 628-page committee 
report, all capped by the report of the 
Conference Committee, which was a mere 
86 pages long. 

Newspaper publicity, in general, indicated 
that the bill was confined to relief from 
taxation of wealthy individuals receiving 
corporate dividends, and refusal to grant in- 
creased personal exemptions _ benefiting 
small taxpayers, but anyone who has fol- 
lowed the legislation at all realizes the 
breadth and depth of the changes which 
have been made in an effort to make the 
tax laws accord more closely with the 
realities of present-day life in the fields 
of accounting, depreciation, partnerships 
and corporate reorganizations and in many 
other areas. 

In the present paper, however, we shall 
confine our survey quite strictly to those 
provisions of the new Code which affect life 
insurance, endowment contracts and annui- 
ties.‘ Even in this restricted portion of the 
whole field of taxation, it is possible to 
mention only some features of the new law 
—if any reasonable point of termination is 
to be observed. Years of study, discussion, 
negotiation and litigation will be necessary, 


No. 1622, 83d Cong., 2d Sess., the report of the 
Senate Finance Committee on H. R. 8300, and 
references to ‘‘Conf. Comm. Rept.’’ are to H. 
Rept. No. 2543, 83d Cong., 2d Sess. 

2H. Comm. Rept., p. 1. 

* Report cited at footnote 2, at p. 1. 

* The 1954 Code also made changes in the tax 
treatment of amounts received under accident 
and health plans, but these are not discussed in 
the present paper. See Secs. 104, 105 and 106, 
1954 Code. 
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it is to be assumed, before the multitudinous 
questions of interpretation presented by the 
new material will have been raised and 
considered, even in the limited area covered 
in this paper. 


INCOME TAX 


Life Insurance Proceeds 


The section of the new Code dealing with 
the taxation of life insurance proceeds * 
continues the general rule contained in prior 
law* that gross income does not include 
amounts received, in a single sum or other- 
wise, under a life insurance contract, if 
such amounts are paid by reason of the 
death of the insured. However, several 
modifications have been made which should 
be noted. A fundamental departure from 
previous law was made in the treatment of 
death proceeds held by insurance companies 
under installment settlements. The new 
law provides’* that the interest element of 
installment payments of death proceeds is 
taxable, except that the surviving spouse 
of an insured will be allowed an annual ex- 
clusion with respect to such interest of 
$1,000. The way this exclusion will be 
determined is to prorate the lump-sum 
value of the death proceeds over the period 
during which payments are to be made, 
with the excess over such prorated amounts 
being taxable, unless they are paid to the 
insured’s spouse, in which case $1,000 per 
year is tax free. This provision is applicable 
only to amounts received because of deaths 
occurring after the date of enactment of the 
new Code, with previous law continuing in 
effect as to amounts received by reason of 
death occurring on or before that date.* 

5 Sec. 101, 1954 Code. 

* Sec. 22(b) (1), 1939 Code. 

7 Sec. 101(d), 1954 Code. 

§ Sec. 101(f), 1954 Code. 

* Sec. 101(a). 


Insurance 


By IRVING V. BRUNSTROM 
Assistant General Counsel, 
Amzrican Life Convention 


ndgAnnuity Features of the 1954 Code 


The House bill® provided that the pro- 
ceeds of life insurance contracts which 
were includible in gross income under 
Section 402(a)(4) (relating to taxability of 
beneficiary of employees’ trust) should not 
be excluded entirely, but only to the extent 
they would be excludable under Section 
101(b), relating to employees’ death bene- 
fits.” The result of this provision, and the 
cross-reference to Section 402(a)(4), was to 
change the prior law, as interpreted in P. S. 
No. 58 Revised™ and I. T. 3993," which 
taxed to the employee the cost of the term 
insurance element of individual or group 
permanent life insurance policies purchased 
by a qualified employees’ trust, and, upon 
the death of the employee before maturity 
of the contract, taxed to the beneficiary the 
portion of the proceeds attributable to the 
reserve under the contract, with the excess 
over the reserve being excluded. The re- 
sult of the new provision would have been 
to exempt from tax the cost of the term 
insurance element, but to subject to income 
tax the entire proceeds of the life insurance 
when received by the beneficiary. 

Representations were made to the Senate 
Finance Committee urging the retention of 
the P. S. No. 58 Revised-I. T, 3993 approach, 
with the result that the last sentence of 
Section 101(a) of the House bill was stricken 
by the Senate Finance Committee, presum- 
ably leaving in effect the previous interpre- 
tation. 

During the drafting and amendment of 
the new Code as it made its way through 
Congress, one important change took place. 
It is common knowledge that, as interpreted 
by the courts, the 1939 Code™ provided that 


% See discussion of this subject, below. 
11 March 7, 1947, 

12 1950-1 CB 75. 

18 Sec. 22(b)(2)(A), 1939 Code. 





where a life insurance contract (or any 
interest therein) was transferred for a valu- 
able consideration, the proceeds payable by 
reason of the insured’s death were tax free 
only to the extent of the actual value of 
the consideration paid, plus the premiums 
and other amounts subsequently paid by the 
transferee. This provision worked a hard- 
many particularly in the 
field of business insurance. It was noted at 
once, therefore, that the f 


ship in cases, 
House version of 
H. R. 8300 did not contain this provision, 
and commentators on the House bill pointed 
out that it would make no difference how 
many times a policy had been transferred, 
whether to the insured or anyone else; the 
proceeds would be as free from income tax 
at death as any nontransferred policy. 

The Senate Finance Committee, however, 
apparently agreed with the line of reasoning 
which underlay the prior law, which was to 
the effect that the complete exemption from 
income tax of death proceeds was given 
because it was considered socially desirable 
under existing public policy. But a life 
insurance policy transferred for a valuable 
consideration, because of its speculative and 
mercantile character, does not fall within 
that public policy, being regarded rather as 
a mere investment.” The Senate committee 
therefore restored the prior law” to the 
bill, but it did provide that the transfer-for- 
a-valuable-consideration rule shall not apply 
if the transfer is made to the insured, a 
partner of the insured, a partnership includ- 
ing the insured, or a corporation of which 
the insured is a officer; 
was carried over into 


shareholder or 
and this amendment 
the law. 


Annuities 


The method of imposing income tax on 
annuities has been altered fundamentally in 
the 1954 Code. It will be recalled that until 
the 1934 Revenue Act, annuity payments 
were not subject to income tax until the 
annuitant had received payments aggregat- 
ing the amount paid for the annuity, after 
which all amounts received by the annuitant 
were taxable. The 1934 and later revenue 
" substituted for this concept an en- 
tirely new one, that each annuity payment 
consisted in part of income and in part of 
a return of principal, and arbitrarily fixed 3 
per cent of the cost of the annuity as the 


acts 





“See Alcy S. Hacker, CCH Dec. 9778, 36 BTA 
659; I. T. 2591, X-2 CB 123. 
% Sec. 101(a)(2), 1954 Code. 


% 1934, 
22(b)(2). 
1 78 Congressional Record 5915. 


868 


1936, 1938 acts: 1939 Code, Sec. 


November, 


1954 °@ 


then approximate rate of 


average annuity. 


return in the 


At the inception of this method of an- 
nuity taxation the possible inequities in- 
herent in it were pointed out,” but even in 
a situation which clearly demonstrated that 
the 3 per cent rule could result in a capital 
levy the tax was upheld by the Board of 
Tax Appeals.” For the past several years 
attempts have been made to find some other 
formula which would satisfy the desire of the 
Treasury Department to tax currently that 
portion of each annuity payment which repre- 
sents a yield on the investment, and which, at 
the same time, would be equitable to the an- 
nuitant, at least roughly and on the average, 
considering all of the annuitants in the 
country as a group. Many ideas were 
examined and _ rejected. The approach 
which has been adopted in the new Code 
was suggested to Congress by the life in- 
surance business in 1947 and was incorpor- 
ated in the Revenue Revision Act of 1948,” 
which passed the House but died in the 
Senate Finance Committee when the Con- 
gress adjourned. 

The Ways and Means Committee recog- 
nized the shortcomings of the 3 per cent 
rule” and decided to substitute for it the 
philosophy of annuity taxation in effect in 
Canada. Under the new plan, the average 
return-of-principal portion of each annuity 
payment is determined by dividing the pur- 
chase price of the annuity by the purchaser’s 
life expectancy at the time annuity pay- 
ments start. This portion is excluded from 
gross income during the annuitant’s life- 
time. The balance of each annuity payment 
is considered to represent and is 
fully taxable. It is apparent that this 
method will only by chance impose a tax 
which does justice in the individual case, 
but it does meet the wishes of the Treasury 
for current revenue, and in the aggregate 
the taxes exacted from all annuitants should 
approximate the taxes due on the actual 
income received by them. Also, this method 
does avoid the situation in which an annui- 
tant is forced to make “a sizable downward 


income 


adjustment in his living standard because, 
when his exclusion [under the 3 per cent 
rule] is used up, the annuity income be- 
comes fully taxable.”* In place of this, 
the new rule spreads the tax-free portion 
of the annuity income evenly over the an- 





“FA. Gillespie, CCH Dec. 10,443, 38 BTA 
673. 

” H. R. 6712, 80th Cong. 

* H. Comm. Rept., p. 10. 

2S. Comm. Rept., p. 11. 
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nuitant’s lifetime. The exclusion remains 
the same regardless of the length of time 
the annuitant lives, so that the insurance 
company which issued the annuity can give 
the annuitant a statement indicating that 
so long as he receives the annuity a certain 
amount of the annuity income will be ex- 
cluded from the annuitant’s taxable income 
each year. 

This method, contained in Section 72 of 
the 1954 Code, also makes a change from 
previous practice, in that amounts for a 
period certain are considered annuities. It 
will be recalled that in 1949” the Treasury 
reconsidered the previous rulings which had 
held periodical installments for a fixed term 
of years to be annuities, and ruled instead that 
such periodical installments for a fixed period 
of time under endowment contracts, so-called 
annuity contracts or supplemental 
ments for the payment of surrender or 
maturity values of life insurance contracts 
payable otherwise than upon the insured’s 
death were not annuities, 
amounts so received were not 


agree- 


because the 
based upon 
a computation with reference to life expec- 
tancy and mortality tables. Amounts so 
paid were therefore not subject to the 3 
per cent rule, but excludable from 
gross income until the aggregate premiums 
or consideration paid for the contract had 
been recovered, after which the payments 
were taxable in full.” 

The new rule is enunciated in Section 
72(a) of the 1954 Code, which provides that, 
except as otherwise provided, “gross income 


were 


includes any amount received as an annuity 
(whether for a period certain or during one 
or more lives) under an annuity, endow- 
ment, or life insurance contract.” 

The new provisions on annuities contain 
rather detailed instructions and definitions 
regulating the computation of taxes on an- 


nuity payments. Some of these definitions 


are made necessary by the new method of 
taxing annuities, but 7 


many are Of a type 
formerly contained in the regulations, rul- 
ings or court decisions. For example, the 
term “investment in the contract,” the 
amount used to compute the tax-free ex- 
clusion referred defined™ as 
the aggregate amount of premiums or other 
consideration paid for the contract, minus 
the aggregate amount received under the 
contract before that date, to the extent that 


to above, is 


2 Regs. 111, Sec. 29.22(b)(2)-2, as amended 


February 13, 1949, by T. D. 5684, 1949-1 CB 50. 

*8 See summary of this subject, Mertens, Law 
of Federal Income Taxation, 1954 Cum. Supp., 
Sec. 6.30, p. 282, note 17. 
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such amount was excludable from gross 
income under either the new law or prior 
income tax laws. 

In the case of refund annuities, any re- 
fund paid to a beneficiary at the death of 
an annuitant is to be [ 
but a provision has been inserted which 
will prevent a double exclusion. This is 
done by subtracting from the “investment 
in the contract” the value of the refund 
anticipated, computed in accordance with 
the annuitant’s life expectancy. It might 
be peinted out that the term “refund of the 
consideration paid” includes amounts pay- 
able after the death of an annuitant be- 
cause of a provision in the contract for a 
life annuity with a minimum period of 
payments certain. Also, where part of the 
consideration for the contract was con- 
tributed by an employer, the term “refund 
of the consideration paid” does not include 
that part of any payment to a beneficiary 
which is not attributable to the considera- 
tion paid by the employee. In this con- 
nection, the Senate committee report says: 
“Assume, for example, that the employee 
is deemed to have contributed under para- 
graph (1)(a) and subsection (f) $10,000, 
and the employer had contributed $10,000 
for a contract providing a maximum refund 
of $20,000 with a value of the refund feature 
of $5,000. Since the maximum refund that 
would be excluded from income by the 
estate or beneficiary of employee is $10,000 
only half of the value of the refund feature 
($2,500) should be subtracted from his in- 
vestment in the contract ($10,000 less $2,500, 
or $7,500). If, in the above case, the con- 
tract did not provide a $20,000 refund but 
instead provided a refund of the employee 
contribution plus the interest accumulations 
thereon up to retirement date, the refund 
adjustment would still be calculated only 
on a prospective refund of $10,000.” * 


exempt trom tax, 


Special treatment is given lump-sum pay- 
ments under annuity, endowment or life 
insurance contracts, when the taxability of 
such payments is not determined by other 
sections of the law. It is believed that this 
provision will be applicable principally to 
the proceeds of matured endowment con- 
tracts paid in a lump sum. If this occurs, 
the tax on the lump-sum payment may be 
determined as though one third of the pay- 
ment had been received in the taxable year 
when received, and one third in each of the 


** Sec. 72(c) (1), 1954 Code. 
**S. Comm. Rept., p. 174 





two preceding taxable years.“ In the case 
of endowments this taxable portion will be 
the gain at maturity. This favorable 
change is not applicable to qualified pension 
or profit-sharing plan annuities, as such em- 
ployee annuities are allowed only the capital 
gain treatment on lump-sum distributions.” 

A special rule is provided for employees’ 
annuities where the employee’s contribution 
has been relatively small. Where an em- 
ployer has contributed part of the considera- 
tion for an annuity, endowment or life 
insurance contract, and the consideration 
contributed by the employee is equal to or 
less than the aggregate amount receivable 
by the employee as an annuity during the 
first three years of payments, all amounts 
received as an annuity under the contract 
are to be excluded from gross income until 
the consideration paid by the employee has 
been recovered tax free, after which the 
payments are taxable in full. 

The Code section on annuities also con- 
tains material dealing with the taxation of 
amounts received under annuity, endow- 
ment or life insurance contracts, if such 
amounts are not received as annuities. 
These “nonannuity” payments are defined 
as (1) amounts received, in a single sum or 
otherwise, under a contract in full dis- 
charge of the obligation under the contract 
which are in the nature of refunds of the 
consideration paid for the contract or (2) 
amounts received under a contract on 
surrender, redemption or maturity.” 
general, such amounts are includible in 
gross income if they are paid after the 
annuity starting date. The House commit- 
tee report” explains that the basis for this 
rule is that “the exclusion ratio has already 
been determined and applied to amounts 
paid or to be paid as an annuity and such 
additional sums (as, for example, dividends) 
were not anticipatable in determining the 
expected return under the contract for the 
purpose of determining the exclusion ratio.” 


its 


In 


However, if such amounts not paid as an 
annuity are paid before the annuity starting 
date, then they are taxable only to the 
extent they exceed the consideration paid, 
when added to amounts previously received 
under the contract which were 
at the time they were received. 


not taxed 


The annuity section also contains a pro- 
vision ® which should remove one source of 


* Sec. 72(e)(3), 1954 Code; H. Comm. Rept., 
p. A24 

™ Sec, 
p. Al48; 

% Sec. 
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irritation arising out of situations where, on 
the maturity of an endowment contract, no 
election is made before maturity to take the 
proceeds as an annuity. Under these cir- 
cumstances, under prior law, there was con- 
sidered to be constructive receipt of the 
gain at maturity, which became taxable in a 
lump sum in the year of maturity. Many 
instances of this type occurred through 
mere oversight, or absence or illness of the 
endowment contract holder, who was thus 
penalized by a provision of the tax law 
about which, in all likelihood, he had never 
heard. The new Code provides that no in- 
come is to be recognized on maturity of a 
contract where the option to receive pay- 
ment as an annuity is elected within 60 
days after the date when the lump sum is 
payable, thus eliminating the application of 
the doctrine of constructive receipt in this 
type of case. 

The annuity section also contains other 
technical provisions dealing with the com- 
putation of employees’ contributions, and 
the treatment of joint and survivor annui- 
ties where the first annuitant died in 1951, 
1952 or 1953, as well as the method of 
taxing payments in discharge of alimony; 
but these will not be discussed in this paper 
because of their relatively minor impor- 
tance. 

The section does retain the previous rule 
that if amounts are held under an agree- 
ment to pay interest, the interest payments 
are fully taxable. 


Amounts Borrowed to Buy Annuities 


The 1939 Code provided ™ that no deduc- 
tion from gross income would be permitted 
for interest on money borrowed to purchase 
or carry a single-premium life insurance or 
endowment contract, and specified that if 
substantially all the premiums on a life in- 
surance or endowment contract were paid 
within four years from the date the contract 
was purchased, such contract would be con- 
sidered a single-premium contract. The 
House Ways and Means Committee added * 
(o this prohibition interest on money bor- 
rowed to purchase single-premium annuity 
contracts, stating in its report™ that it had 
come to the committee’s attention that a 
few insurance companies were selling annui- 
ties for a nominal cash payment with a loan 


to cover the balance of the single-premium 


* H. Comm. Rept., p. A24. 
%® Sec. 72(h), 1954 Code. 

3. Sec. 24(a) (6), 1939 Code 
%2 Sec. 264, 1954 Code. 

% H. Comm. Rept., p. 31 
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cost of the annuity. Interest on the loan 
would then be taken as a deduction by the 
purchaser, with a resulting tax saving that 
would reduce the real interest cost below the 
increment in value produced by the annuity. 

A second this section was 
made, to treat as single-premium contracts 
those where premium deposits are made 
with an insurer for payment of a substantial 
number of future premiums. 


change in 


This was done 
because of instances in which a purchaser 
borrowed an amount approximating the 
single-premium cost of the policy but, in- 
stead of purchasing the policy outright, 
deposited the borrowed funds with the in- 
surer to pay future premiums on the policy. 

Both of these changes are effective only 
as to transactions after March 1, 1954, to 
avoid penalizing participants to agreements 
which were consistent with the 
laws when they were entered into. 


revenue 


Exchanges of Insurance Policies 


The 1939 Code provisions™ pertaining to 
the time when items of income should be 
included in gross income have been carried 
over into the 1954 Code without substantial 
change.” It is to be conjectured that the 
regulations intérpreting the section will be 
similar to those in Regulations 118, Section 
39.42-2, which stated that an amount is 
deemed to have been paid when it is cred- 
ited or set apart to the taxpayer without 
any substantial limitation or restriction as 
to the time or manner of payment or con- 
dition upon which payment is to be made, 
and is made available to him so that it may 
be drawn upon at any time, and its receipt 
brought within his own control and dispo- 
sition. This is an exception to the usual 
that where the 


ing income is 


rule cash basis of report- 


used, there must be actual 


receipt of income before tax liability is 


incurred, 

In the field of life insurance and endow- 
ments there are several situations in which 
the Internal Service has found 
constructive receipt of income, even though 
there is sound ground for the 
that the transaction did not 


Revenue 


argument 
result in the 
crediting or setting apart to the taxpayer 


of income “without any substantial limita- 


tion or restriction.” For example, where a 


single-premium ten-year endowment was 


surrendered at maturity, under one of its 


* Sec. 42(a), 1939 Code 

*® Sec. 451(a), 1954 Code. 

% Rev. Rul. 54-264, I. R. B 
26, 1954). 


1954-30, 


Insurance 


options, for a paid-up life policy and a cash 
withdrawal, the Internal Revenue Service 
ruled™ that the taxpayer realized taxable 
income to the extent that the cash received 
plus the value of the paid-up life policy ex- 
ceeded the net cost of the original policy. 
In this instance the taxpayer would have 
had to give up valuable rights to obtain 
actual possession of the amount said to be 
taxable income; therefore, even under the 
Treasury’s own regulations, there should be 
no constructive receipt. 

A new section,” which had no counter- 
part in the 1939 Code, provides that no gain 
or loss shall be recognized in three types 
of exchanges: 


(1) the exchange of life insurance for 
another contract of life insurance or for an 
endowment or annuity contract; 


(2) the exchange of an endowment con- 
tract for another endowment contract which 
provides for regular payments beginning at 
a date not later than the date payments 
would have begun under the contract ex- 
changed, or for an annuity contract; or 


(3) the exchange of an annuity contract 
for an annuity contract. 


The House Ways and Means Committee 
report™ states that “the exchange of an 
endowment for a life insurance policy, or 
of an annuity for a life insurance or endow- 
ment policy, will continue, as under existing 
law, to be considered a taxable exchange.” 
In the three types of nontaxable exchanges 
listed, the report says,” “the contract re- 
ceived by the taxpayer will take the basis 
of the contract exchanged for it, with ad- 
justments for other payments accompany- 
ing the transfer. Thus, if the exchange 
concerns contracts whose proceeds are tax- 
able, any gain on the original contract, 
which is not recognized at the time of the 
exchange, will be taxed when the proceeds 
of the second contract are realized. How- 
ever, when an endowment contract is ex- 
changed for a life insurance contract, gain 
wiil continue to be recognized at the time 
of the exchange. This is to prevent avoid- 
ance of the tax due on the maturity of 
endowment contracts by conversion to life 
insurance contracts whose proceeds, pay- 
able at death, are exempt.” 


The suggestion was made to the Senate 
Finance Committee that clarifying language 
should be added to its report making it 


7 Sec. 1035, 1954 Code. 

* H. Comm. Rept., p. A271. 

* H. Comm. Rept., p. 81. See, also, S. Comm. 
Rept., p. 428. 
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clear that the exercise of a contract right 
to convert an endowment, annuity or life 
insurance contract to any other type of con- 
tract is a continuation of the original con- 
tract and therefore is not an exchange of 
one contract for another. It was believed 
that this would obviate the possibility that 
the exercise of an option under an endow- 
ment policy to receive a paid-up life insur- 
ance policy and a lump sum of money 
would be construed to be an “exchange.” 
This, unfortunately, was not done. 


Pension Plans 


The bill as introduced in the House of 
Representatives by the Ways and Means 
Committee completely rewrote the pension 
plan sections of the law. One major objec- 
tive write the new law that it 
would not be necessary for employers to 
secure a ruling from the Internal Revenue 
Service that their particular plans qualified 
as exempt under the law. To this end the 
committee bill simplified “the pertinent pro- 
visions” 


was to so 


and provided “more precise rules 
to minimize the ambiguities and inconsist- 
encies under present law.” “” However, as 
soon as the text of the House bill became 
available a storm of protest arose from per- 
sons active in the field of pension plans. 
It was found that the rules laid down in the 
bill would have prevented the establishment 
of large numbers of plans which should 
have been granted approval. At the same 
time, the new rules would have made it 
possible to qualify plans which were dis- 
criminatory in favor of officers, shareholders 
and highly compensated employees. 

It would serve no useful purpose to detail 
the changes which would have been made 
by the House bill, as the Senate Finance 
Committee the that 
further study should be given this portion 
of the bill, and therefore deleted nearly all 
of the new material and reinstated the pre- 
vious law, in effect. One change of impor- 
the life insurance business was 
the law as finally enacted, this 
being an extension of capital gains treat- 
ment to lump-sum distributions made within 
one year by a nontrusteed annuity plan on 
the same basis as that accorded to trusteed 
pension plans. 


came to conclusion 


tance to 
made in 


This treatment had previ- 
ously been denied by ruling.” 

This paper will not enter further into the 
details of the proposals which were made 


by the House bill, many of which were 
desirable and several of which would have 
been highly undesirable. It is possible that 
the pension plan provisions will be changed 
in the future, after more study and consider- 
ation has been given to the subject. 


Death Benefits 


The previous law contained a provision ® 
for the exclusion from taxable income of 
amounts received under a contract of an 
employer providing for the payment of such 
amounts to the beneficiaries of an employee, 
by reason of the death of the employee, 
with a limitation that the aggregate of the 
amounts excludable by all the beneficiaries 
of the employee under all such contracts 
of any one employer could not 
$5,000. 


exceed 


The new Code™ retains this concept, but 
important changes have been made in it. 
The first alteration is that the requirement 
under the 1939 Code that the benefits must 
be paid under a contract has been elimi- 
nated. A second change is that amounts to 
which the employee had a nonforfeitable 
right before death are not entitled to the 
exclusion. However, an important excep- 
tion is made to this proviso, in that total 
distributions payable to a distributee by an 
exempt pension or profit-sharing trust within 
one taxable year of the distributee by reason 
of the employee’s death are entitled to the 
exclusion, as are total distributions under 
a qualified, nontrusteed annuity plan. 


A third element in this provision is the 
limitation that the aggregate amount which 
may be excluded with respect to the death 
of any employee may not exceed $5,000. 
This serves to eliminate the possibility that 
the beneficiaries of a decedent who might 
have had more than one employer could 
receive up to $5,000 from each employer. 


The $5,000 exclusion is not applicable to 
amounts received by a surviving annuitant 
under a joint and survivor annuity contract 
after the first annuity payment to the em- 
ployee has been received, or would have 
been received,if the employee had lived. 

In applying the $5,000 exclusion to em- 
ployee annuities, the exclusion is to be 
computed by reference to the value of the 
annuity on the day the employee dies. The 
excludable amount is to be treated as addi- 





” H. Comm. Rept., p. 42. 
"G. C. M. 25358, 1947-2 CB 90 
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tional consideration paid by the employee. 


2 Sec. 22(b)(1)(B), 1939 Code, as amended by 
1951 Revenue Act, Sec. 302(a), (b). 
8 Sec. 101(b), 1954 Code. 
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Retirement Income 


A new idea has been introduced into the 
tax law by which grant an 
income tax credit for so-called “retirement 
income.” If an individual has _ received 
earned income of more than $600 in each 
of any ten calendar years before the calen- 
dar year in question, and the individual is 
65 years old, then he will be allowed a tax 
credit of the tax on $1,200 computed at the 
rate for the lowest tax bracket (now 20 per 
cent), if the $1,200 is income from pensions 
and annuities, interest, rents or dividends. 
For individuals between 65 and 75, the 
$1,200 will be reduced by any earned income 
the individual receives during the year which 
exceeds $900. If he is over 75, he may 
earn as much as he wishes without any de- 
duction from the $1,200 allowable. 


There are also limitations that the $1,200 
willfbe reduced by any pension or annuity 
paid under Title II of the Social Security 
Act or under the Railroad Retirement Acts 
of 1935 or 1937, or which is otherwise 
excluded from gross income. No deduction 
from the $1,200 will be made by reason of 
amounts excluded from gross income under 
the Code relating to annuities,” 
life insurance proceeds,” compensation for 
injuries or sickness,” 


provisions “ 


sections 


amounts received un- 
der accident and health plans,“ or the sec- 
tions relating to taxability of beneficiaries 
of employees’ trusts“ or the 


employee annuities.” 


taxation of 


There is, therefore, a new element to be 
considered in any retirement plan, one which 
will be helpful in varying degrees depend- 
ing upon the source of income of the retired 
individual. 
cause of social security payments or earned 
income, no benefit at all can be derived by 
a particular person, but this new tax credit 
is one which should be taken into account 
in all cases of planning for retirement.” 


In many cases, of course, be- 


INCOME IN RESPECT OF DECEDENTS 


While not within a strict interpretation 
of the title of this paper, a section of the 
1939 Code which has interest to 
lawyers as well as to life insurance agents 
was Section 126, which dealt with income 
~ 4 See. 37, 1954 Code. 

** Sec. 72, 1954 Code. 

Sec. 101, 1954 Code. 
7 Sec. 104, 1954 Code. 
Sec. 105, 1954 Code. 
Sec. 402, 1954 Code. 
Sec. 403, 1954 Code. 

‘1 Special provision is made for persons cov- 
ered by a public retirement system, who may 
receive the credit if retired before age 65. 


been of 





Insurance 


in respect of decedents. It will be recalled 
that in the Enright case™ the United States 
Supreme Court decided that the interest of 
a deceased law partner in uncollected fees 
for unfinished work was accruable and sub- 
ject to tax in the final income tax return of 
the decedent. To remedy the harsh effect 
of this decision, the 1942 Revenue Act in- 
cluded Section 126 as a relief measure. 
Unfortunately, Section 126(a)(2) was sub- 
ject to the possible interpretation that if a 
life insurance agent (or anyone else in simi- 
lar circumstances) bequeathed his renewal 
commissions outright to his wife, upon the 
wife’s death the fair market value of the 
commissions still payable would be subject 
to income tax as ordinary income in the 
wife's final income tax return. The same 
result might occur if the wife made a gift 
of the renewal commissions during her life- 
time. This possible effect of Section 126(a) 
(2) on life insurance agents’ renewal com- 
missions was ably discussed by Mr. Henry 
Blumberg in an article published in 1950." 

In the new law, Section 691(a), corre- 
sponding to old Section 126(a), has amended 
the old provisions to overcome the hardship 
which would be caused by the pyramiding 
of income in a decedent's final return, not 
only in the case of the original decedent 
(life insurance agent) but also in cases in- 
volving successive decedents. The intent of 
the amended section is to consider the re- 


newal commissions an item of gross income 
in respect of the 
insurance agent and provide that the recipi- 
ent after her death had acquired the amount 


deceased widow of the 


in the transaction in which the right to 
receive the income was originally derived. 
In other words, the person taking after the 
death of the agent’s widow will pay income 
tax on the commissions only as received, 
instead of having their fair market value 
taxed as a lump sum in the widow’s last 
return, with the next taker paying no in- 
come tax on the commissions as received." 


ESTATE TAX 


Premium Payment Test 


The estate tax on life insurance 
proceeds has been subjected to criticism for 


federal 


* Helvering v. Enright, 41-1 ustc { 9356, 312 
U. S. 636, 61 S. Ct. 777. 

5° **Death Takes No Holiday for the: Life 
Underwriter,''4 Journal of the American Society 
of Chartered Life Underwriters 103. 


* See H. Comm. Rept., pp. A218-219: S. 
Comm. Rept., p. 373. 





many years, especially since the amendment 
of the 1939 Code by Section 404 of the 
Revenue Act of 1942, which said, in effect, 
that such proceeds would be taxed as part 
of the decedent’s estate if the decedent 
possessed at his death any of the incidents 
of ownership or paid premiums for the in- 
surance. In other words, the proceeds 
would be taxed if there was either retention 
of an incident of ownership or payment of 
premiums. This made life insurance on 
which the insured had paid premiums “the 
one and the only form of property which 
cannot (for estate tax purposes) be given 
away by the insured while he lives,” as 
one commentator put it. The 1954 Code™ 
continues to tax death proceeds receivable 
by the decedent’s executor under policies on 
the decedent's life and proceeds receivable 
by all other beneficiaries if the decedent 
possessed at his death any of the incidents 
of ownership in the policies. The premium 
payment test, however, has been eliminated. 


The term “incidents of ownership” is 
defined as including a reversionary interest 
if the value of such reversionary interest 
exceeds 5 per cent of the value of the policy 
immediately before the death of the dece- 
dent, as in the previous law.” However, the 
new Code provides that the reversionary 
interest may arise by the express terms of 
the policy or other instrument, or by opera- 
tion of law; the 1939 Code excluded such 
interests if they arose by operation of law. 


‘ 


The deletion of the premium payment test 
from the estate tax law is a change which 
has been sought for several years—to re- 
move the serious discrimination against life 
insurance which originally arose not out of 
any enactment of Congress, but from a pro- 
nouncement of the Treasury amending the 
estate tax regulations in 1941." 


Annuities 


The new Code™ provides for the inclu- 
sion in a decedent’s gross estate, for estate 
tax purposes, of an annuity or other pay- 
ment received by any beneficiary by reason 
‘of surviving the decedent if, under the con- 
tract or agreement, an annuity or other 
payment was payable to the decedent, or 
the decedent possessed the right to receive 


such annuity or payment, either alone or in 
conjunction with another, for the decedent’s 
life or for any period not ascertainable with- 
out reference, to his death or for any period 
which does not in fact end before the dece- 
dent’s death. 


This section continues by providing that 
only such part of the value of the annuity 
as had been contributed by the decedent 
should be included in his estate, and has 
the further provision that employer contri- 
butions to the purchase price of the annuity 
shall be considered to be contributed by 
the deccdent if the contribution was made 
by reason of his employment. 


A very important exception is then made 
—that, notwithstanding these provisions, the 
value of an annuity receivable by any bene- 
ficiary, other than the executor, shall be 
excluded from the decedent’s gross estate 
if the payments are made under a qualified 
pension, stock bonus or profit-sharing plan, 
or under a qualified retirement annuity plan, 
so far as the annuity or other payment is 
provided by the employer's contributions to 
the plan. In other words, in the case of 
qualified pension plans, contributions or 
payments made by the decedent’s employer 
or former employer shall not be considered 
to be contributed by the decedent, and this 
is true as to all decedents dying after De- 
cember 31, 1953. 


The provision just mentioned was not 
found in the 1939 Code, and the Internal 
Revenue Bureau had ruled” that where an 
employee had the right to designate the 
beneficiary of a death benefit under a 
profit-sharing and retirement plan, at the 
time of his death the employee was in 
possession of such rights as constituted 
property within the meaning of Section 
8ll(a) of the 1939 Code, provided that 
prior to the employee’s death the employer 
had not withdrawn the right of employee 
to designate a beneficiary and had not elimi- 
nated all death benefits. The Bureau there- 
fore modified its earlier ruling of 1937," 
and held that the amount payable to the 
designated beneficiary was includible in the 
deceased employee's gross estate. 

Balanced against this favorable change is 
an omission from the new Code which was 
found in previous law. The 1939 Code.” 





*B. M. Anderson, ‘‘Life Insurance and the 
Federal Estate Tax,’’ Proceedings of the Section 
of Insurance Law, American Bar Association, 
1944-45, p. 358. 

% Sec, 2042, 1954 Code. 


Sec. 404(c), Revenue Act of 1942, as amend- 
ed by Sec. 503(a), Revenue Act of 1950, and by 


874 


November, 1954 @ 


Sec. 209, Technical Changes Act of 1953; Regs. 
105. Sec. 81.27. 

* Regs. 80, Art. 25, as last amended by T. D. 
5032, 1941-1 CB 427. 

% Sec. 2039, 1954 Code. 

” G. C. M, 27242, 1952-1 CB 160. 

*1 G. C. M. 17817, 1937-1 CB 281. 

* Sec. 113(a) (5), 1939 Code. 
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under a 1951° amendment, provided that if 
property was acquired by bequest, devise 
or inheritance, the basis for income tax pur- 
would be the fair market value of 
the property at the time of such acquisition, 
and specifically stated that the survivor’s 
interest in a joint and survivor annuity 
should be considered to be property “ac- 
quired by bequest, devise, or inheritance” 
from the decedent if the decedent died after 
December 31, 1950, and if the value of any 
part of such interest was required to be 
included in the decedent’s gross estate for 
estate tax purposes. This approach was 
then carried over into the section defining 
gross income,” which provided that the basis 
for applying the 3 per cent rule should be 
the value of the annuity to the survivor at 
the time of the decedent’s death, as deter- 
mined under the rule just stated. Also, the 
amount of consideration that might be re- 
covered tax free by the survivor-annuitant 
was to be this new amount.“ Under the 
section of the new Code™ corresponding to 
Section 113(a)(5) in the 1939 Code, this 
treatment is specifically denied. 


poses 


GIFT TAX 


As in the previous law,” the new Code” 
provides that the first $3,000 per year per 
donee shall be excluded in computing the 
gift tax payable by the donor, but this 
exclusion.is not applicable to gifts of future 
interests, as was the case previously. How- 
ever, the new law™® contains a new provision 
relating to transfers for the benefit of 
minors, which states that no part of a gift 
to a minor shall be considered a gift of 
a future interest if the property and the 
income therefrom will be expended by, or 
for the benefit of, the donee before he 
attains 21 years, and will, to the extent not 
so expended, pass to the donee when he 
attains the of 21 years, and if the 
dies betore he is 21, be payable to 
the donee’s estate or as he may appoint 
under a general power of appointment. 


age 
donee 


As the bill was introduced in the House 
of Representatives, it provided that the 
appointment had to be made by will. The 
Senate Finance Committee adopted a sug- 
gestion made to them that, so far as life 
insurance was concerned, appointments were 
not made by will, and that the section 
should therefore be changed to permit ap- 
pointments in the customary life 


way in 


63 Sec, 22(b)(2)(C), 1939 Code, as amended by 
the 1951 Revenue Act, Sec. 303(a). 

* Regs. 118, Sec. 39.22(b)(2)-2. 

® Sec. 1014(a) (9), 1954 Code. 


insurance 


Deletion of the premium payment test 
from the estate tax law is a change 
which has been sought for many years. 


insurance policies. The finance committee 
thereafter amended the section to delete the 
requirement that the appointment must be 
made by will.” 


CONCLUSION 


At this early date it is presumptuous to 
attempt to appraise the impact of the new 
Code on life insurance policyholders and 
on endowment and annuity contract holders. 
The tax imposed upon the interest element 
of installment payments of death proceeds 
is definitely on the minus side. The wall 
has been breached and downward revision 
of the spouse’s exemption will undoubtedly 
be attempted. If this occurs, the growing 
practice of making installment settlements, 
highly desirable from the social aspect of 
the matter, may be slowed. 

Balanced this are several 
gains: the new and more realistic annuity 
tax rule, the three-year spreading provision 
for lump-sum payments of endowments, 
and the avoidance of constructive receipt 
if an instaliment option is selected within 
60 days of the maturity of the endowment 
contract, Definitely on the plus side is the 
elimination of the premium payment test. 
Still undetermined is the effect of the dele- 
tion of the pension plan provisions proposed 
by the Ways and Means Committee. The 
final result of further consideration of pen- 
sion plan provisions may be helpful or 
otherwise. In a field so technical and, 
perhaps, controversial, it may be difficult 
to reach acceptable compromises. 


against loss 


One thing is certain. 
Revenue Code was long overdue. Without 
question’ there are flaws in both general 
concepts and draftsmanship, but the big first 
step has been taken. The Code represents 
a truly stupendous amount of work, esti- 
mated at 300,000 man-hours. Much dupli- 
cation and overlapping lias been eliminated, 
and the Code in general has been modern- 
ized. Regardless of criticisms, or disap- 
pointment on specific points, the new law 
represents a monumental achievement and 


should be recognized as such. [The End] 


The new Internal 


% Sec, 1003(b), 1939 Code. 
* Sec. 2503, 1954 Code. 

® Sec. 2503(c), 1954 Code. 
*#S. Comm. Rept., p. 479. 
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W ITH MORE CANDOR than might be 
expected, the offer to sell a “tax loss” 
often advertised in the financial 
journals. The market for this peculiar com- 
modity has rested at best on an unsure legal 
foundation, with a likelihood that the pur- 
chaser of the tax loss might be buying a law- 
suit as well.’ Now it may be that Congress, 
in Section 382 of the new Internal Revenue 
Code, has effectively stopped the traffic in 
loss companies. 


has been 


The traffic started in earnest in 1948 after 
the Tax Court’s decision in Alprosa Watch 
Corporation” Certain individuals, in that case, 
had an opportunity to realize a large profit 
on a shipment of Swiss watches. Esspi Glove 
Company had been unsuccessful in the glove 
business and had recent operating losses of 
over $27,000. Those individuals bought * the 
stock of Esspi, changed the name of Esspi 
to Alprosa Watch Corporation and caused 
Alprosa to realize the profit on the watches. 
The however, 
use by Alprosa (nee Esspi) of its net operat- 
ing loss carry-over as a deduction to offset 
part of this profit. 


Commissioner, 


On the issue thus drawn, most tax prac- 
titioners probably would have thought Sec- 


‘In ‘“‘Who Wants a Tax Loss,’’ 20 The Con- 
troller 463 (October, 1952), Robert S. Holzman 
concludes that the market value of a net operat- 
ing loss is about 10 per cent of the loss. This 
reflects a high discount for risk since the tax 
benefit would be about 40 per cent of the loss 
used as a deduction. 

?CCH Dec. 16,559, 11 TC 240 (1948). 

* Actually, nothing was paid for the net 
operating loss carry-over. The price of the 
stock was its book value, $22,400. Soon after- 
wards, representatives of the original stock- 
holders bought the assets of the glove bysiness 
at book value and assumed the liabilities, paying 
$22,400 cash into the corporation. 

‘The pertinent language of Sec. 129(a) is: 
“If (1) any person or persons acquire, on or 
after October 8, 1940, directly or indirectly, 
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disallowed the 
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tion 129 of the Internal Revenue Code of 
1939 * supported the Commissioner’s position. 
Unfortunately, the tax year involved oc- 
curred before the effective date of Section 
129, so that point could not be conclusively 
adjudicated. The Tax Court found that Al- 
prosa, despite the change of name and of 
business, was in fact the same corporation 
as Esspi. In holding for the taxpayer, the 
court allowed Esspi’s net operating 
carry-over as a deduction, finding a business 
purpose in the need of the new stockholders 
for an existing corporation to carry out their 
transaction. For good measure the court 
also added the dictum: “There is consider- 
able doubt in our minds that, even assuming 
that this case were to be governed by sec- 
tion 129, the facts constitute a situation con- 
demned by that section. That section would 
seem to prohibit the use of a deduction, 
credit, or allowance only by the acquiring 
person or corporation and not their use by 
the corporation whose control was acquired.” ® 


The Alprosa has been severely 
criticized as a misinterpretation which robs 
Section 129 of much of its meaning.’ The 
criticism—and indeed the tax regulations ‘— 
proceeds on the theory that Section 129 was 


loss 


dictum 


control of a corporation and the prin- 
cipal purpose for which such acquisition was 
made is evasion or avoidance of Federal income 
or exceess profits tax by securing the benefit of 
a deduction, credit, or other allowance which 
such person or corporation would not otherwise 
enjoy, then such deduction, credit, or other 
allowance shall not be allowed."’ 

511 TC, at p. 245. 

* Thomas N. Tarleau, 
Companies,’’ a lecture at the Sixth Annual 
Federal Tax Conference of the University of 
Chicago, October 29, 1953, published in TAxEs, 
December, 1953, p. 1050. See also Regs. 118, 
Sec. 39.129-2. 

™S. Rept. No. 627, 78th Cong., 1st Sess., 
on the Revenue Bill of 1943 (H. R. 3687), at 
p. 58: ‘“‘The House report also recognizes that 
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largely declarative of the then-existing law 
as exemplified by the Gregory, Griffiths, Hig- 
gms and Spreckles decisions.” This premise, 
however, does not fully support the critic’s 
conclusion that “A proper interpretation of 
Section 129 must recognize the economic 
reality that shareholders are the true losers 
from corporate failure and the true bene- 
ficiaries of its profits and tax advantages. 
The error of the Alprosa Watch doctrine is 
that it focuses on the formal separateness 
of the corporate entity and disregards that 
economic reality.” ° 

There is very little in these decisions on 
which Section 129 is based which breaks 
down the “separateness” between corpora- 
tion and stockholder which has always been 
recognized by our income tax statutes.” The 
transactions stymied by the courts in these 


If the Traffic in Loss Companies 
Has Not Been Stopped, At Least 


It Has Been Slowed Down 


os@Companies: Code Section 382(a) 


cases ranged from pure artifice to a mere 
rerouting of income.” But it is a long ad- 
ditional step to conclude, from these hold- 
ings, that a corporation should lose the benefit 
of a net operating loss carry-over because 
its stockholders acquired their stock for the 
purpose of achieving a tax benefit. 


This is not to say that Congress did not 
intend to go that far in enacting Section 129, 
but only that the decisions thus codified did 
not go that far in disregarding the corporate 
entity. Purchase of stock in a company with 
a loss carry-over is a real, not a sham, trans- 
action and varies the flow of economic bene- 
fits. Whether Congress intended at that 
time to limit these transactions—that is, 
whether the Alprosa dictum is wrong—is 
therefore open to considerable doubt.” And 
the issue may be important even in years 





(Footnote 7 continued) 

the legal effect of the section is, in 
to codify and emphasize the general principle 
set forth in Higgins v. Smith (308 U. S. 473), 
and in other judicial decisions, as to the ineffec- 
tiveness of arrangements distorting or pervert- 
ing deductions, credits, or allowances so that 
they no longer bear a reasonable business rela- 
tionship to the interests or enterprises which 
produce them BF ioe 

The section, as enacted in Sec. 128(c) of the 
1943 act, was made effective for taxable years 
beginning after December 31, 1943, ‘‘and the 
determination of the law applicable to prior 
taxable years shall be made as if this section 
had not been enacted and without inferences 
drawn from the fact that it is not expressly 
made applicable to prior years.’’ 

8 Gregory ©. Helvering, 35-1 ustc { 9043, 293 
U. S. 465; Griffiths v. Helvering, 40-1 usre § 9123, 
308 U. S. 355; Higgins v. Smith, 40-1 ustc § 9160, 
308 U. S. 473: J. D. and A. B. Spreckles Com- 
pany, CCH Dec. 11,002, 41 BTA 370 (1940). 

* Article cited at footnote 6, at p. 1055. 

” Sec, 24(b)(1)(B) of the Internal Revenue 
Code of 1939, disallowing losses between a 
corporation and its principal stockholder, prob- 
ably is the furthest extent to which Congress 
had heretofore refused to recognize the sepa- 
rateness of the corporate entity. The Higgins 
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case, cited at footnote 8, is the judicial prede- 
cessor of this section, holding such loss unreal. 


™ The Tax Court supports its Alprosa opinion 
(11 TC, at p. 245) with this quotation from 
Judge Learned Hand's opinion in Chisholm v. 
Commissioner, 35-2 ustc § 9493, 79 F. (2d) 14 
(CCA-2), at p. 15: “In Gregory v. Helvering, 
’ the incorporators adopted the usual form 
for creating business corporations; but their 
intent, or purpose, was merely to draught the 
papers, in fact not to create corporations as 
the court understood that word. That was 
the purpose which defeated their exemption, 
not the accompanying purpose to escape taxa- 
tion; that purpose was legally neutral. Had 
they really meant to conduct a business by 
means of the two reorganized companies, they 
would have escaped whatever other aim they 
might have had, whether to avoid taxes, or to 
regenerate the world.”’ 

% The same basic situation was presented to 
the Tax Court in A. B. & Container Corporation, 
CCH Dec. 17,641, 14 TC 842 (1950), acq. 1950-2 
CB 1. The opinion upholds the corporation's 
right to deduct its operating loss despite the 
change in ownership and business. The grounds 
for the holding are not clearly stated, the court 
failing to cite either the Alprosa dictum, argued 
by the taxpayer, or Sec. 129, as contended by 


(Continued on following page) 
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In Section 382 of the 1954 Code, 
Congress for the first time clearly 
declares the policy that a 

tax benefit should not be an 
article of commerce. 


to which the more explicit Section 382 of the 
new Code applies.” 


Analysis of Section 382(a) 


In Section 382 of the Internal Revenue 
Code of 1954, Congress for the first time 
clearly declares the policy that a tax benefit 
should not be an article of commerce. Proba- 
bly most laymen would agree that it seems 
wrong for someone to be able to secure, in 
effect, a limited tax exemption by buying the 
stock of a loss company. It is the sort of 
tax effect that is universally condemned as 
a “loophole.” Yet it is equally true that, 
collaterally, this is the only chance for those 
who were stockholders during the loss period 
to recoup a portion of their loss. In this 
view, the right to deduct a loss carry-over, 
to the extent it is marketable, is an asset 
of the corporation, not essentially different 
from a favorable lease. 


There are two quite distinct limitations 
on the carry-over of net operating losses em- 
bodied in Section 382. This article is pri- 
marily concerned with Section 382(a), which 
covers the Alprosa situation; the limitation 
in Section 382(b) will be described only 
incidentally. In summary, Section 382(a) 
provides that a corporation’s net operating 
loss carry-over may be lost if, within a 
two-year period, there has been a 50 per 
cent, or greater, change in ownership of 


(Footnote 12 continued) 


the Commissioner. Apparently Congress is con- 
tent to preserve this doubt as to the scope of 
Sec. 129 of the 1939 Code. The report of the 
Committee on Ways and Means (H. Rept. No. 
1337, 83d Cong., 2d Sess.) introducing Sec. 382 of 
the new Code starts with a paraphrase of Sec. 
129, which was substantially re-enacted in Sec. 
269 of the new Code. The report continues, at 
p. 41 “This provision has proved ineffectual, 
however, because of the necessity of proving 
that tax avoidance was the primary purpose of 
the transaction. It has also been so uncertain 
in its effects as to place a premium on litigation 
and a damper on valid business transactions. 
“The committee added a provision designed to 
limit undue tax benefits of this character by 
restricting the amount of net operating loss 
carryover which may be deducted where 50 
percent or more of the participating interest 
in a corporation was acquired by new owners.” 


the corporation. More specifically, the change 
must have been (1) among the sharehold- 
ings of the principal stockholders, (2) brought 
about by purchase or redemption of stock 
and (3) accompanied by a change in the 
corporate business. 


The stockholders to be counted in de- 
termining if the limitation applies are de- 
scribed in 382(a)(2). These are the ten 
persons who own the greatest percentage 
of stock at the end of the taxable year; in 
addition, any person who owns the same 
percentage as any of these ten is also in- 
cluded. Of course, if all the stock is owned 
by less than ten persons, all stockholders 
are included. The attribution of ownership 
rules of Section 318 (by which a person is 
considered to own stock owned by family 
members, related corporations, trusts and 
partnerships) apply in ascertaining the per- 
centage of stock owned. But persons so 
related that the stock owned by one is 
attributable to the other will be considered 
as one person, solely for the purpose of de- 
termining the make-up of the group. 


Having ascertained this group of stock- 
holders, an objective standard is applied to 
their holdings to determine if the change 
of ownership test is met. For each member 
of the group separately, a determination is 
made if the percentage of the outstanding 
stock he owned (applying the attribution of 
ownership rules) “ at the end of the taxable 
year is greater than the percentage owned 
at either the beginning of the taxable year 
or the beginning of the preceding taxable 
year. In other words, it is determined which 
of the principal stockholders increased his 
percentage holdings during either of the last 
two tax years of the corporation. The per- 
centage of stock owned is based on total 
fair market value of the corporation’s out- 


Thus, the report is ambiguous as to whether 
the need for this special limitation arises from 
the limited scope of Sec. 129 or from the dif- 
ficulty of proving tax avoidance; the latter 
defect was remedied in Sec. 269(c), which in 
many cases shifts the burden of proof on this 
issue to the taxpayer. 

% The question of the applicability’ after 
the new Code’s enactment of Sec. 269 (corre- 
sponding to Sec. 129 of the 1939 Code) to the 
deduction by a corporation of its own net 
operating loss will be considered later in this 
article. 

’ With the addition that if stock of the loss 
corporation is owned by another corporation, 
the attribution rules of Sec. 318(a)(2)(C) apply 
even though no one person owns 50 per cent 
or more of the stockholding corporation. Stock 
held by that corporation is attributed propor- 
tionally to each of its stockholders; and, con- 
versely, the holdings of the loss corporation 
of each of its stockholders are attributed to 
the corporation. 
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Before Section 382 will be 

applied, the corporation must have 
failed to continue its 

former trade or business. This 
requirement, according to the author, 
may be expected to 

breed the most litigation. 


standing stock. Subsection (c) defines “stock” 
to include “all shares except nonvoting stock 
which is limited and preferred as to dividends.” 


Not all increases in stock ownership 
among the ten largest stockholders count 
toward this limitation. In determining if 
there has been the 50 per cent change of 
ownership, only changes attributable to a 
purchase or to a decrease in the amount 
of outstanding stock are included. Changes 
arising from gifts, bequests or reorganiza- 
tions, for example, are not counted. The 
increase, under the “purchase” subparagraph, 
must be attributable to a purchase by that 
owner; thus, if a husband purchases ten per- 
centage points more stock, the increase in 
his wife’s ownership which results from ap- 
plying the attribution of ownership rules 
will not be counted duplicatively in determin- 
ing if there has been a 50 per cent change. 
To nip a loophole in the bud, it has been 
specifically provided that purchase of a 
share in another corporation, partnership 
or trust which owns shares in the loss cor- 
poration will have the same effect as a direct 
purchase of shares in the loss corporation. 
Similarly, a decrease in the outstanding 
stock of a corporation owning shares in 
the loss corporation has the same effect as 
a direct decrease in the outstanding stock 
of the latter. However, a decrease resulting 
from a redemption of stock to pay death 
taxes, to which Section 303 applies, is not 
a transaction to be considered in the change 
of ownership computation. 


An illustration of these rules for determin- 
ing if there has been a change of owner- 
ship is given in the exhibit on pages 880-881. 
Note the necessity for analyzing each trans- 
action affecting stock ownership. In that 
example, the net operating loss carry-over 
could not be lost in 1955 because the change 
of ownership is computed to be 33 per cent. 
In 1956, however, there is a change of 83 


4 However, in the House version the loss of 
carry-over would be proportioned to the change 


in ownership, whereas in the law as enacted 
the entire carry-over is lost if all tests are met. 

%S. Rept. No. 1622, 83d Cong., 2d Sess., at 
p. 53. 
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per cent, and the change of ownership test 
has been met. 


The requirement—that before the 
section will be applied, the corporation must 
have failed to continue its former trade or 
business—introduces the first relatively sub- 
jective element in Section 382 and, accord- 
ingly, may be expected to breed the most 
litigation. It is the work of the Senate 
Finance Committee and represents a material 
liberalization over the House version, which 
would have applied the limitation auto- 
matically if the change of ownership test 
was met.” -The Senate Finance Committee 
report’ shows an intent “to limit the ap- 
plication of this provision relating to pur- 
chase to those areas in which abuse has 
most often arisen, that is, the purchase of 
the stock of a corporation with a history 
of losses for the purpose of using its loss 
carryovers to offset gains of a business 
unrelated to that which produced the losses.” 
Here is a basic change in approach to the 
problem of tax avoidance. Formerly, the 
argument was that the formal separateness 
of corporation and stockholder should not 
be allowed to serve as a shield for tax avoid- 
ance. Now the emphasis is on the operating 
business as an entity.” As applied in Sec- 
tion 382(a), this approach permits new in- 
terests to obtain the benefits of a loss 
carry-over, so long as they continue the 
business which incurred the loss. 


final 


The committee report goes on to describe, 
at page 285, the degree of change contem- 
plated: “If the corporation shifts 
from one type of business to another, dis- 
continues any except a minor portion of its 
business, changes its location, or otherwise 
fails to carry on substantially the same trade 
or business as was conducted before [the 
change in ownership] , then the con- 
dition in subparagraph (C) is met.” Of 
course, it will take considerable experience 
with this section to know just where the 
line on change of business can safely be 
drawn. One point which will certainly 
require clarification is whether a new busi- 
ness can be carried on in addition to the 
old business which produced the loss. If 
the new business becomes the principal ac- 
tivity of the corporation, the literal language 
of the statute is complied with but the intent 
is evaded. The acquiring stockholders may, 
for example, conduct both businesses for a 


17 This thinking is common in the new Code 
for example, Sec. 381, permitting the carry-over 
of tax attributes after reorganization, and Sec. 
1361, giving certain proprietorships and partner- 
ships the election to be taxed as corporations. 
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time, gradually dropping out the loss busi- 
ness. Another point to be noted in sub- 
paragraph (C) is that a change of business, 
to invoke the limitation, can occur after any 
change in ownership, not merely after the 
full 50 per cent, or greater, change. 


Section 394(b) establishes the effective 
date for Section 382(a). The beginning of 
the taxable years from which increases in 
stock ownership shall be computed will be 
considered to be the actual beginning date 
of such years or June 22, 1954, whichever 
is later. Thus, the limitation could be effec- 
tive to wipe out loss carry-overs to calendar 
year 1954 if the change in ownership oc- 
curred after June 22, 1954. 

Now, a brief word about Section 382(b). 
Section 381 is a new provision in the Code. 
It specifies 19 tax attributes of the trans- 
feror, one of which is the net operating 


loss carry-over, to which the acquiring cor- 
poration in a reorganization shall succeed. 
The purpose is to permit the successor 
corporation to step into the “tax shoes” of 
the predecessor, without observing technical 
niceties as to which corporation survived a 
merger or as to the effect of a consolidation, 
as required by prior law. Section 382(b) 
is a limitation on Section 381. It requires 
the stockholders of the loss corporation to 
retain a substantial, that is, 20 per cent, 
interest in the acquiring corporation. The 
net operating loss carry-over to the acquir- 
ing corporation is reduced proportionally 
to the extent less than 20 per cent interest 
is retained. 


Evaluation of Section 382(a) 


inherent difficulties of 
laying down a relatively objective defense 


Considering the 


Iilustration of Change of Ownership Im ©° 
Loss corporation has net operating loss carry-over from calendar year 19: 


Per cent In 
owned, Per cent owned, p 

Shares held applying applying 
in own attribution attribution cc 
name 1/1/55 rules 1/1/55 rules 1/1/56 


Shares held 
in own name 


1/1/56 


Shares acquired 
or (lost) in 1955 


transactions 


Stockholders (unrelated 
except as indicated) 





25 es 20 
20 13 
20 13 
20 13 

5 3 
10 > (10) 

10 > 35 

5 

5 (5) 


A 

B 

C 

1) (C's wife) 

E 

F 

G 

H 

I 

J 

K Corporation (stock owned 
25% each by G, H, I and J 
at 1/1/55) 

L, 

M 

N 

O 


2 
2 
] 


5 
0 
5 
5 
0 
0 
5 
5 


— 


Total 100 





1955 Transactions 
* Purchasé by A of I's interest. 
» F dies, bequeathing shares to G. 


© Newly authorized stock issued by corporation. 


1956 Transactions 


4 Stock of A and B is redeemed by corporation. 
¢ G acquires I and J interests in the K Corporation. 


Note—At December 31, 1954, 14 persons owned stock in the corporation, applying the attribu- 
tion rules of Sec. 318; yet all are included in the group of stockholders whose increased holdings 
count toward the limitation. C and D, husband and wife, are considered one person for purposes 
of selecting the group; similarly, G, H, I, J and K Corporation are considered one person. 
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against the subjective hazard of “undue” 
tax avoidance, a very effective drafting job 
has been accomplished. There should be 
little uncertainty in applying the conditions, 
except as to whether the corporation “has 
not continued to carry on” the same trade 
or business. With the hope of not appearing 
overly pedantic, however, the following 
minor points of difficulty are suggested: 


(1) It will not always be easy to ascertain 
the date on which a change of trade or 
business occurred, especially when the vari- 
ous stages of planning are considered. The 
problem will be similar to that experienced 
in determining when there was a “change 
in the character of the business” under Sec- 
tion 722(b)(4) of the World War II excess 
profits tax. 


(2) Sometimes, too, it cannot be deter- 
mined if the change of business occurred 





“before any change in the percentage owner- 
ship” of the stock, if that phrase means, as 
the committee report says, a change which 
would be counted in determining if the 
50 per cent increase has been reached. For 
example, it would not be known at the time 
of a purchase of stock if the purchaser will 
be included in the group of the ten largest 
stockholders at the close of the year. If 
the phrase is interpreted more broadly to 
include any purchase of stock, a risk is 
imposed on the corporation which effects a 
change of business after even the slightest 
transfer of its stock. 

(3) A “purchase” is defined in paragraph 
(4) as an “acquisition of stock, the basis 
of which is determined solely by reference 
to its cost to the holder thereof” in a trans- 
action with someone other than one related 
within the attribution rules. The use of 
































































































Computations Under Section 382(a) 









ership 


ir year 1954. There are 100 shares of stock outstanding at January 1, 1955. 


Increase in Portion of Increase in Portion of 














owned per cent increase in Shares ac- Per cent per cent owned increase in 
ing owned per cent owned quired or Shares held owned,apply- compared to per cent owned 
ition compared countedtoward (lost)in 1956 inownname ing attribution either 1/1/55 counted toward 
‘1/56 to 1/1/55 limitation transactions 12/31/56 rules 12/31/56 or 1/1/56 limitation 

* (30) 

* (20) 


37 20 30 55 55 30 
3 3 5 5 5 5 
6 6 Q Q 0 9 
P 2 3 3 3 3 
2 2 3 3 3 3 
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“holder” rather than 


unfortu- 
The former may carry the connotation 


“acquirer” is 
nate 
of th® actual owner at the end of the taxable 
year—the time at which the evaluation is 
made—rather than the one who acquired 
the stock. On this interpretation, which 
seems patently to the reasonable 
intent, a buyer could give the stock to his 
wife, and 


contrary 
neither his nor her 
might be counted toward the 
His increase is not attributable 
to a “purchase” because the holder—his 
wife have a cost basis for the 
the wife’s increase is not attributable 
to a purchase by her and therefore is not 
within the general limitation rule. In inter- 
preting this paragraph, other problems may 
arise as to what constitutes a basis 


increase in 
ownership 
limitation. 


does not 


stoc k; 


“deter- 
mined solely by reference to its cost” when, 
for example, the stock was acquired in fore- 
closure or in pledge transactions. 


(4) An effort was made to avoid duplica- 
tion in computing the 50 per cent change 
of ownership requirement where the trans- 
actions involved persons related within the 
attribution of ownership rules. Thus, count- 
ing toward the 


creases 1n 


limitation are only in- 
the purchaser’s ownership, not 
the corresponding increase in, say, his wife’s 
ownership by virtue of the attribution rules; 
similarly, intrafamily transactions are not 
within the definition of ‘ How 
ever, area in 
In the illustrative 
Corporation purchases 30 
the loss corporation and G in- 
creased his holdings in K Corporation from 
25 per cent to 75 per cent by purchasing 
the interests of I and J. Apparently both 
occurring within the two-year 
period, are counted toward the limitation 
under subparagraph (b)(i). A change in 
control of a single bloc of 30 per cent thereby 
becomes a 45-point change toward the limita- 
tion.” This duplication can result 
there are successive purchases 


‘purchases.” 
appears to be a small 
which duplication exists. 
computation, K 
shares of 


there 


purchases, 


when 
involving 
a corporation, partnership or 
trust owning shares in the loss corporation, 
and the purchasers remain within the group 
specified in paragraph (2). 


The peculiar nature of the change of 
ownership sule—in which the transactions 
of two years cumulate—may cause the 
limitation to creep up on a corporation. 


interests in 


This is a serious hazard, because a com- 
pany with a under 
pressure to change its business into more 


profitable lines. 


history of losses is 
Usually, outside financing 
is necessary, but the risk of losing the net 
operating loss carry-over discourages credit. 
Perhaps the exception of nonvoting pre- 
ferred from the definition of “stock” in sub- 
section (c) is designed to promote “legitimate” 
stock financing.” This provision might well 
backfire: Nonvoting preferred, with a high 
liquidation preference, would be a better 
vehicle for an Alprosa-type transaction than 
for an institutional investment. 


Applicability of Section 269 


If a corporation successfully eludes the 
pitfalls of Section 382(a), can it unre- 
servedly take advantage of its net operating 
loss carry-over? Or is Section 269 another 
obstacle to be surmounted? Section 269 is 
substantially identical with Section 129 of 
the 1939 Code, but shifts the burden of proof 
in many cases to the taxpayer. Since it is 
stated in very broad terms, it could, if 
applicable, permit the Commissioner to dis- 
allow net operating loss carry-overs in sev- 
eral important situations not reached by the 
more objective limitations of Section 382(a): 


(1) Section 269 gives alternate definitions 
of control, in terms of stock having at least 
50 per cent of either the voting power or 
the total value; Section 382(a), on the other 
hand, applies only when there has been a 
50 per cent change in terms of value. 
Similarly, Section 382(a) can be avoided 
if the change of ownership is accomplished 
through nonvoting preferred stock; but this 
could be an acquisition of control under 
269 if 50 per cent of the total value of 
all shares was represented by this stock. 


(2) Section 269 could apply if the ac- 
quisition was for the principal purpose of 
avoiding taxes, even if there was no change 
in the corporate business. Formerly, it 
would have been very difficult for the gov- 
ernment to prove its case of principal tax 
avoidance motive in this situation, but it 
will now be easier with the shift of burden 
of proof to the taxpayer. 


(3) By its terms Section 382(a) could 
caly disallow a nét operating loss carry- 


over from years prior to the year of 50 





% Note ‘that G's holdings increased 32% per- 


centage points in the two-year period. Ten 
points of the increase are attributable to a be- 
quest and 7% points to a purchase of 30 per cent 
by K Corporation at a time when G owned 
25 per cent of K Corporation; neither change is 
counted toward the limitation. But the increase 
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of 15 points resulting from purchase by G 
of an additional 50 per cent of K Corporation 
is counted. 

” However, the 
states, such as 
stock. 


corporation 
Illinois, 


laws of some 
prohibit nonvoting 
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per cent 
could be 


ownership change. Section 269 
invoked, possibly, to prevent a 
transfusion of income by new owners in the 
same taxable year as that in which the loss 
was incurred. Conversely, Section 269 could 
be applied more than two years after the 
change in ownership, but 382(a) could not. 

(4) Finally, 


50 per 


Section 269 could apply if the 
change 
than ten 
herently, 


cent in ownership involved 


more separate 


stockholders. In- 
closely held corporations are more 
inclined to enter transactions principally for 
a tax motive, but 
to the family 
broad 


large 


limited 
269 is 
acquisition by a 
principal motive is 


this vice is not 
organization. Section 
enough to cover an 
syndicate, if the 


tax avoidance. 


The situations just enumerated can be 
expected to recur often, so that the sound- 
ness of the Alprosa dictum is still a matter 
While it will undoubtedly re- 
litigation to set the question at rest, 
this writer’s opinion that if the 
ditions of Section 382(a) are not met in a 
year in which it is in effect, Section 269 
cannot be applied to disallow or reduce the 
net operating loss deduction. 


of concern. 
quire 


it is con- 


This conclusion rests largely on the pre- 
sumptions in statutory construction that (1) 
a legislature, when it re-enacts a statute, 
intends to ratify prior interpretations of 
that statute and (2) specific legislation pre- 
vails over, and to that extent impliedly 
repeals, the more general. When Congress 
re-enacted Section 129 in Section 269 of the 
new Code, it must be assumed to have 
considered the Alprosa interpretation that Sec- 
tion 129 prohibits the use,of the loss carry- 
over only by the person acquiring control, 
not by the corporation itself. While 
ordinarily dictum of the Tax Court 
would not be dignified with this presump- 
tion of approval by Congress, this particular 
opinion received so much comment there 
can be no doubt the drafters of the new 
Code were aware of it. It would have been 
an easy matter to correct the language in 
269 if that course had been desired. Instead, 
Section 382(a) was added—an entirely new 
limitation designed to substitute specific 
criteria for a general rule of law which has 
“heen so uncertain in its effects,” with.ap- 
plication limited to “those areas in which 


loss 


mere 


There is 
Code between Sec- 


often arisen.” ™ 
no cross reference in the 
tions 382 and 269. Congress, in the new 
Code, many times corrected judicial inter- 
pretations it considered undesirable. Its 
failure to correct the Tax Court’s Alprosa 
interpretation lends support to the argu- 
ment that 382(a) covers the entire field of 
disallowance to a corporation of the benefit 
of its own loss carry-overs. 

Yet 


opposite 


abuse has most 


there are strong arguments for the 


conclusion. First, of course, there 
are those who simply say that the Alprosa 
dictum is wrong, was the law 


never and 


has been abandoned even by the Tax Court. 
there is this paragraph in the Senate 
Finance Committee report, at page 284: 


Then, 


“If a limitation in this section applies to 
a net operating loss carryover, 
relating to 
avoid 


section 269, 
made to evade or 
shall not also be applied 
to such net operating loss carryover. How- 
ever, the fact that a limitation under this 
section does not apply shall have no effect 
upon whether section 269 applies.” 


acquisitions 
income tax, 


The last sentence might seem to establish 
conclusively the proposition that Sections 
382 and 269 are to be applied mutually. 
But this paragraph of the committee report, 
while stated in terms of the entire Section 
382, has greater applicability to subsection 
(b), which is a restraint on the liberty newly 
given to carry-over losses after 
ization, than it has to subsection (a). 
first sentence of the paragraph can 
apply to limitations under 
in which the carry-over 
reduced; when 382(a) applies, the entire 
carry-over is lost, and there is no room 
for the application of Section 269. And the 
last sentence can be construed as a warning 
that merely observing the 20 per cent con- 
tinuity of interest requirement in a reorgan- 
ization will not make unimpeachable the 
most flagrant tax avoidance motive.) 


a reorgan- 
(The 
only 
subsection (b), 
is proportionately 


The final argument for applying Section 
269 is that the income tax regulations on 
its predecessor, Section 129, have interpreted 
it to be complementary to other efforts 
against tax avoidance.” It can be said with 
some justice that Congress has acquiesced 
in this administrative interpretation. 


(Continued on page 896) 





2 Senate report cited at footnote 16. 

21 Regs. 118, Sec. 39.129-2: ‘‘In order to give 
effect to [the principle that formal arrange- 
ments cannot be used to distort income] 
but not in limitation thereof, several provisions 
of the Code, for example, section 24(b) and 
(c) and section 130, specify with some par- 


Purchase of Loss Companies 


ticularity instances in which disallowance , 
is required. Section 129 is also included in such 
provisions of the Code. The principle of law 
and the particular sections of the Code are not 
mutually exclusive and in appropriate circum- 
stances they may operate together or they 
may operate separately."’ 


883 





A Once-in-a-Lifetime Opportunity for 


Substantial Tax Savings Is 


Presented by Code Section 462 





The Vacation Pay Controversy 


and Double Deductions Under th 


( NE of the most significant contributions 
contained in the 1954 Internal Revenue 
Code’ is the attempt to bring tax accounting 
rules into closer harmony with generally 
accepted accounting principles, and to assur 
that all items of income and expense aré 
taken into account once, but only once, in 
As part 
ation: and reconciliation of 

of tax accounting in the 1954 

problem of when vacation ex 

pense can be deducted and whether so- 


utation of taxable income 


called “double deductions” for vacation pay 
should be allowed was specifically covered 


n the Hou and Senate reports accom 


panving o1 f tl rovisions of the 1954 


once-in-a-lifetime op 
Internal Revenue Code of 1954 (Pub. L. No 
591, 83d Cong., 2d Sess., August 16, 1954). See 
especially Subchap. E, Secs. 441-482 
See H. Rept. No. 1337, 83d Cong., 2d Sess., 
p. 48 (1954); S. Rept. No. 1622, 83d Cong., 2d 
Sess., p. 62 (1954). A representative group of ar- 
ticles upon the subject of tax accounting under 
the 1939 Code includes the following: Price 
Some Accounting Problems of Manufacturers,’ 
Proceedings of New York University Eleventh 
Annual Institute on Federal Taxation (1953), 
p. 231 Rolnik, ‘Treatment of Contingent 
Items-—Deductions,’"" Proceedings of New York 
University Tenth Annual Institute on Federal 
Taxation (1952), p. 555: Jones, ‘‘How to Get the 
Most Effective Accounting,’’ Handbook of Tax 
Techniques (Lasser Ed., 1951), p. 225; Jones, 
Evils of Hybrid Accounting,’’ 92 Journal of 
Accountancy 206 (1951); Edelson, ‘‘Accounting 
Methods—-A Review of Some Fundamentals,’’ 
28 TAXES 251 (March, 1950); Jefferson, ‘‘Income 
Tax Accounting,’” 27 TAxEs 1083 (December, 
1949) ; Seghers, *‘Tax Accounting Compared with 
Recognized Accounting Principles,’’ 27 TAXEs 
145 (February, 1949); Ahern, ‘‘Getting the Best 
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portunity for substantial tax savings is pre 
sented by Section 462 of the 1954 Code 
which allows the deduction of reserves for 
estimated expenses* by accrual-basis tax- 
payers for certain types of business expense. 
This provision thus appears to legalize, for 
the first time, a double deduction for vaca- 
tion pay in the 1954 tax year and conclusively 
settle future controversy over the tax status 
of vacation pay 


The current controversy over vacation pay 
under the 1939 Code exploded with atomic 
force in 1947 when the chief counsel of 
the then Bureau of Internal Revenue held 
in a published ruling that the accrual and 
deduction of vaéation pay of coal miners 


Effective Use Out of Accounting Methods and 
Accounting Periods,"’ Proceedings of New York 
University Sixth Annual Institute on Federal 
Taxation (1948), p. 479; Margulies, ‘‘Accounting 
Methods for Income Tax Purposes,’’ 25 TAXEs 
816 (September, 1947); Gutkin and Beck, ‘*Tax 
Accounting v. Business Accounting: The Emas- 
culation of Section 41,’’ 79 Journal of Account- 
ancy 130 (1945); Montgomery, ‘‘Administrative 
Tax Accounting Fallacies in Section 41,"' 78 
Journal of Accountancy 14 (July, 1944). A 
Similar group of articles dealing with tax 
accounting under the 1954 Code includes the 
following Lindgren, ‘‘Accounting Periods and 
Met/:ods of Accounting Under the 1954 Code,”’ 
32 TAXES 710 (September, 1954); Schwanbeck, 
‘Elections and Options Available to Taxpayers 
in the 1954 Code,"’ 32 TAXxEs 748 (September, 
1954); Schaffer, ‘‘Accounting Procedures & 
Methods Under the New Revenue Code,”’ 98 
Journal of Accountancy 320 (1954). 

*H. Rept. No. 1337, cited at footnote 2, at 
p. A163; S. Rept. No. 1622, cited at footnote 2, 
at p. 306. 


* 1954 Code Sec. 462. See footnote 3, above. 
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could properly be made for amounts deter- 
minable at December 31 of the current tax 
year under a union contract then in effect.® 
This eminently sound rule was followed in 
1949 by another published ruling by the 
Commissioner of Internal Revenue relative 
to the accrual and deduction of vacation pay 
of railroad workers under union contracts 
to the effect that the liability of vacation 
payments was fixed as of the close of the 
year in which the qualifying services were 
rendered and should not be considered con- 
tingent as of that date.” The combined 
impact of these two published rulings ap 
peared to open the door to a “double deduc 
tion” in the form of a cash as well as an 
accrual deduction in the same year fot 
vacation pay under the 1939 Code. 


This possibility of a “double deduction” 
for vacation pay arose in two typical fact 
situations, namely: 


(1) with respect to union employees where 
vacation pay deductions were taken on a 
cash basis, but where a new union contract 
was executed during the taxable year pro- 
viding for vacation pay; 


(2) with respect to nonunion employees 
where deductions were likewise taken on a 
cash basis, but where management had 
voluntarily extended similar benefits incor 


>G. C. M. 25261, 1947-2 CB 44. 

* I, T. 3956, 1949-1 CB 78. 

™To date none of these rulings has been 
published 

8 BE. H. Sheldon & Company, CCH Dec. 19,358, 
19 TC 481 (1952), aff'd, 214 F. (2d) 655 (CA-6, 
1954); Morrisdale Coal Mining Company, CCH 


Vacation Pay Controversy 


porated in union contracts to nonunion em- 
ployees by a change in vacation pay policy. 

Because of such changes, many taxpayers 
accrued, as of the close of the accounting 
period, an amount reflecting their liability 
for vacation pay for the ensuing year, all in 
conformity with generally accepted princi- 
ples of accrual accounting. When no ac 
cruable liability had previously existed, the 
question was whether tax accounting rules 
would permit two deductions in the same 
tax year, that is, the cash amount actually 
paid during the year, as well as the accrual 
for the following year. 

Inasmuch as annual vacation expense in 
many companies today runs approximately 
5 per cent of total payrolls, the amount of 
potential tax saving by means of a “double 
deduction” in the year of change-over from 
a cash to an accrual basis under the 1939 
Code or a reserve basis under the 1954 Code 
can be prodigious. During the past seven 
years since the battle began over vacation 
pay deductions, taxpayers in certain revenue 
districts appear to have been allowed the 
double deduction in question, whereas tax 
payers in similar circumstances in other 
revenue districts appear to have been denied 
this tax clemency.’ Still others appear to 
have lost even a gambler’s chance for the 
double deduction jackpot under the 1939 
Code because the tax years in question were 
closed before they even recognized the 
problem. In the meantime, the Tax Court 
rendered various opinions concerning the 
accrual of vacation pay that appeared to 
clash directly with the published rulings of 
the Commissioner as well as with generally 
accepted accounting principles.” 

Until this atomic cloud of confusion over 
vacation pay under the 1939 Code is dispelled 
by either the Commissioner or the federal ap 
pellate courts, the vacation pay controversy 
will continue to involve taxpayers and tax 
practitioners faced with the handling of refund 
claims for prior years as well as with the 
preparation of current year’s returns gov- 
erned by the 1939 Code. Although many 
taxpayers may have accrued such vacation 
pay on their books in accordance with gen- 
erally accepted accounting principles for 
corporate purposes and for other regulatory 
bodies, there is at present no assurance that 
the Commissioner will accept such accruals 


Dec. 19,291, 19 TC 208 (1952); Tennessee Con- 
solidated Coal Company, CCH Dec. 17,876, 15 
TC 424 (1950). The last case cited was dis- 
missed pursuant to stipulation of the parties 
upon appeal to the United States Court of 
Appeals for the Sixth Circuit. 
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as deductions in the year of 
from a cash to an accrual basis. 
this havoc, the Internal Revenue Service 
announced just prior to the enactment of 
the 1954 Code that the vacation pay problem 
under the 1939 Code was being reconsidered 
in conjunction with subsequent court cases 
and the general principles relating to the 
accrual of expenses.’ 


change-over 
In view of 


Background of Controversy 


During the past decade or so, annual paid 
vacation plans for all classes of employees 
have become a matter of standard operating 
procedure throughout 


10 


American industry. 
Although industry and the courts once con 
sidered vacations of any kind a management 
prerogative in the 
employee s, 


voluntary 
annual paid vaca- 
generally held to be an imte- 
gral part of wages and working conditions. 
Along with many 
benefits,” 
nual 


nature olf a 
gratuity to 


tions are now 


“fringe 
such as holidays and bonuses, an- 


other so-called 


paid vacations are now accepted by 
management as a proper subject for com 
pulsory This pro 
found social, economic and legal development 
produced 
portions for tax 
problem of the “ 


tion 


collective bargaining.” 


has headaches of migraine pro- 


the 
vaca 


men grappling with 
double deduction” for 


pay 


For many years prior to the outbreak of 
the current 
in 1947, 


vacation 


controversy over vacation pay 
taxpavers had been allowed to take 
pay as an ordinary 
business expense 


in the 


and 
deduction on a cash basis 


necessary 
year when paid.” Thus, the vacation 
pay deduction per se is not new to the field 
of income tax accounting. Similarly, it has 
that a taxpayer on a 
deduct unpaid vaca- 
tion allowances as a “reserve” for the tax 
able other words, vacation pay 
could not be deducted on a so-called “hybrid 
basis,” 


long ognized 


could not 


bee nm rec 
cash basis 


year In 


partly on cash and partly on accrual 
principles of tax Thus, the 
remain on the 
pay for 


accounting.’ 
had to 
reporting 


cash-basis taxpayer 


cash basis in vacation 


°1954 I. R. B 
See ‘‘Wages 


No, 4, at p. 12 (1954), 

and Related Benefits in 40 
Labor Markets, 1951-52"'; ‘‘Paid Vacations in 
American Industry, 1943 and 1944,’’ Bureau of 
Labor Statistics Bulletin No. 811. 

"See the discussion of vacation pay as con- 
stituting wages for services rendered in Jnland 
Steel Company v. NLRB, 15 LABOR CASES 
{ 64,737, 170 F. (2d) 247 (CA-7, 1948), reh’g 
den., 339 U. S. 990 (1950); Seaskievicz v. Gen- 
eral Electric Company, 166 F. (2d) 463 (CA-2, 
1948); Brampton Woolen Company v. Local 
Union 112, et al., 15 LABOR CASES { 64,815, 95 
N. H. 255, 61 Atl. (2d) 796 (1948); In re Public 
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income tax purposes or pay a heavy penalty 
in shifting to an accrual basis. 


During World War II, the government 
seizure and operation of the coal mines and 
the railroads highlighted the importance 
of proper tax accounting for vacation pay 
and laid the background for the 
“double deduction” of vacation pay. The 
agreements entered into between the rail- 
road companies and coal mine operators 
on the one hand and labor unions on the 
other provided for fixed vacation pay rights 
for the first time. Previously, no legal right 
to such had incorporated 
into the collective bargaining agreements 
During World War II, the National War 
Labor Board also justified and approved 
paid vacations as a highly effective aid in 
securing maximum individual and plant pro- 
duction. The general policy of the board 
approve or 


so-called 


vacations been 


was to order one week’s vaca- 
tion for one year ot service, and two weeks 


for five or more years of service 

Since World War II, labor unions in all 
industries throughout the nation 
legally enforceable 
provisions in 


have in 


sisted on vacation pay 


collective bargaining agree 
This emphasis on so-called “fringe 
benefits” in union 


to adoption of 


ments. 


contracts has also led 
firm vacation 
applicable to unorganized 


ot empl yyees 


pay policies 
white-collar groups 
Thus, the right to vacation 
pay has not only become more widely recog- 
nized and established, but also, the amount 
of potential deduction for such vacation pay 
has greatly increased. With the pyramiding 
of tax-rates during the excess profits tax 
years, it is not surprising that 
have attempted to obtain the 


taxpayers 
vacation pay 
deduction in years preceding the actual pay 
ment of the pay in where 
this item had previously been deducted on 
a straight cash basis 


vacation 


cases 


As a result of these revolutionary social, 


economic, legal and accounting changes in 
the status of vacation pay in industry during 
the past decade or more, it became neces 
sary for the then Bureau of Internal Reve 
Ledger, Inc., 161 F. (2d) 762 (CCA-3, 1947); 
In re Wil-Low Cafeterias, Inc., 111 F. (2d) 429 
(CCA-2, 1940): Niles-Bement-Pond Company, 97 
NLRB 165 (1951): Singer Manufacturing Com- 
pany, 24 NLRB 444 (1940). 

1%? McCoy-Brandt Muchinery 
Dec. 2966, 8 BTA 909 (Acq.). 

%In H,. Newton Whittelsey, Inc., CCH Dec. 
16,072, 9 TC 700 (1947) (Nonacq.), a taxpayer 
on the cash basis was denied a deduction for a 
so-called reserve for vacation allowances. Sec. 
462(c) of the 1954 Code provides that a tax- 
payer on the cash basis cannot elect to take 
the benefits of reserves for estimated expenses. 


Company, CCH 
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nue to rule on the deductibility of such 
vacation pay in the year of the change-over 
from the cash to an accrual This 
situation led to the two basic rulings which 
precipitated the present conflict over the 
double deduction for vacation pay.” 


basis. 


Commissioner's Test of Deductibility 


In 1947 the Bureau first officially recog- 
nized the deductibility of vacation pay on 
an accrual basis.” The rule of tax account- 
ing anounced at that time by J. P. Wenchel, 
Chief Counsel, Bureau of Internal Revenue, 
provided for accrual and deduction of vaca- 
tion pay determinable at the end of the year 
under a union contract then in effect. This 
special ruling was apparently the first pub- 
lished expression of the Bureau, although 
the “O” company mentioned in the G. C. M. 
had been allowed to deduct vacation pay in 
1943, which it paid in 1944. Perhaps other 
taxpayers had also obtained earlier deduc- 
tions. This rule permitting accrual under 
union contracts in the coal industry was 
extended to the railroad industry on May 
21, 1948, in a special ruling relating to de- 
duction of vacation pay of 
George J. 
Commissioner of 


and 
then 


railroads 
Schoeneman, 
Internal Revenue.” 


issued by 


Up to the present time, the Internal Reve- 
nue Service has issued no published ruling 
holding that a similar 
taken where no union 
indicated by the last 
3956, however, the stated 
that the principles set forth above were not 


deduction can be 
contract exists. As 
paragraph of I, T. 
Commissioner 
confined to cases involving railroad corpo 
rations, but were applicable to all taxpayers 
employing the accrual method of accounting 
for federal income tax purposes, who, undet 
labor union agreements, had become lable 
for vacation pay as of the close of the tax- 
able year with respect of vacations with pay 
or pay in lieu thereof to be 
ceived in the succeeding 


taken or re- 
year. It is also 
important to note that the latter ruling did 
not require taxpayers to accrue vacation 
pay. If the taxpayer had followed the con- 
sistent practice of taking the deduction on 
a cash basis in the payment year, the Bu- 
reau would recognize that as a_ proper 
method. On the other hand, if the em- 
ployee would get the vacation money even 
if he quit, and there was no substan cial con- 


*#G. C. M. 25261, 1947-2 CB 44; I. T. 3956, 
1949-1 CB 78. 

% G. C. M. 25261, cited at footnote 14. 

% This ruling was incorporated in I. T. 3956, 
cited at footnote 14. 


Vacation Pay Controversy 


dition to actual payment, such as being in 
the employment of the employer at the time 
of the scheduled vacation, it seems from 
the preceding ruling that the liability would 
have to be accrued. 

Thus, the 
where a 


Jureau 
union 


originally ruled that 
contract calls for vacation 
pay, accrual for vacations to be granted in 
the succeeding taxable year may be de- 
ducted in the period in which all of the 
qualifying services are rendered. This rule 
was to prevail even though an employee’s 
leaving forfeited all rights to vacation pay. 
As indicated by the storm of controversy 
stirred up by these pubiished rulings, how- 
ever, the application of these simple rules 
of accrual accounting to specific factual 
situations involving vacation pay plans of 
individual taxpayers extremely 
difficult. In the process of applying these 
rulings, the Commissioner and the ‘Tax 
Court have widened the breach between tax 
accounting rules and generally 
principles of accrual accounting. 


has been 


accepted 


Despite the sound application of generally 
accepted principles of accrual accounting in 
these two pioneer rulings, there seems to 
be at present no uniform policy of the 
Commissioner in handling tax accounting prob 
lems created by the modification of vaca- 
tion pay plans in industry today whereby 
legally enforceable vacation pay rights have 
been created in both and nonunion 
employees. In some cases, taxpayers have 
granted double deductions whereas 
other taxpayers have been denied such de- 


union 
been 


ductions even though under circumstances 
which seem indistinguishable. In addition 
to the cases involved in the two published 
rulings, various unpublished rulings 
and followed by the 
Service at 


have 
Internal 
Washington and by 
various district and regional offices in simi- 
lar vacation pay cases, which had the effect 
of permitting the so-called “double deduc- 
tion.” In appears that the 
district commissioners have declined to fol 
low the rulings of the Washington head 
quarters of the Internal Revenue Service, 
and are handling the vacation expense claims 


given 
Revenue 


been 


some cases, it 


of various taxpayers in a manner consistent 
with that established in other revenue dis 
tricts of the country.” 

In the first type of case involving changes 
in union, contracts, the tendency of the 


7 Such inconsistency would appear to justify 
the fears of taxpayers that the recent reorgani- 
zation of the Internal Revenue Service in 1952 
would foster lack of uniformity in the handling 
of similar tax problems in the various revenue 
districts of the country, and result in one tax- 
payer being favored over another. 
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Commissioner as the Tax Court 
has been to ignore the taxable event creating 
the accrual and to force the taxpayer back 
into the mold of the cash basis, thereby pre- 
cluding the allowance of a double deduction 
for the year in Conversely, 
in the second type of case involving changes 
in vacation plans or policies covering white- 
collar or nonunion employees, the tendency 
of the Commissioner has been to recognize 
the taxable event creating the accrual retro- 
actively and to treat the cash-basis taxpayer 
as though he 
pay all along. 
counting 


well as 


controversy, 


should have accrued vacation 

Moreover, a change in ac- 
method will not result in income 
taxation or in bona-fide double 
deductions, since the taxpayer must advise 
the Commissioner of such overlapping items 
and agree with him concerning the treat- 
ment to be accorded to them as a condition 
to obtaining permission.” On the other 
hand, a change from cash to accrual should 
not result 


escaping 


in a complete loss of deduction 
accrued but not paid in the prior year. 
from accrual to 
accrued in the prior 
year but not received until after the change 
should not be twice subjected to taxation. 


Conversely, on a change 


cash, some income 


Generally speaking, the entire policy of 
Code,” as well as the old. is to 
eliminate genuine double taxation of income 
as well as actual doubl 


though 


the new 


deductions of ex- 
“double de- 
for vacation pay are purely illusory 
and do not conflict with this policy but 
support it, the and 
the Tax Court alike have refused to permit 
so-called “double 


pay where 


pense Even so-called 


ductions” 
actually 


Commissioner 


deductions” in 
shift 


vacation 


cases there is a from the 


cash to the accrual basis. Actually, the so 


% For a discussion of the confusing legal 
history of inventory adjustment for the year of 
change from cash to accrual, see Commissioner 
v. Dwyer, 53-1 ustc $9320, 203 F. (2d) 522 
(CA-2); Commissioner v. Mnookin Bstate, 50-2 
§ 9431, 184 F. (2d) 89 (CA-8); Kahuku 
Plantation Company v. Commissioner, 43-1 vust« 
{ 9229, 132 F. (2d) 671 (CCA-9, 1942); William 
Hardy, Inc. v. Commissioner, 36-1 ustc { 9115, 
82 F. (2d) 249 (CCA-2). See Jones, Hybrid 
Accounting Is Bad Taxwise, Whether You Stay 
In It or Get Out: A Note on Koby Case,’ 
92 Journal of Accountancy 206 (1951). The 
apparently harsh results of these decisions will 
doubtless be mitigated in the future by the 
reformed tax accounting rules of the 1954 Code. 
See footnote 3, above 


" See footnote 2, 


UsT¢ 


above. 

*” For a discussion of double deductions under 
the estate and income tax prior to the 1954 
Code, see Frank, ‘‘Double Deductions—A Little 
Labyrinth,’’ 32 TAxes 473 (June, 1954). See 
Brown v. Commissioner, 74 F. (2d) 281 (CCA-10, 
1934), where the circuit court held that there 
was no inconsistency in claiming deductions as 
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called “double deduction” for vacation pay 
is a complete misnomer in tax accounting 
semantics. In other words, the same item 
of vacation expense is not deducted twice 
in any single tax year. There is no true 
double deduction involved if the Commis- 
sioner or the Tax Court were to allow the 
deduction in one tax year, namely, the year 
of change from a cash to an accrual basis, 
of a given expense item on the cash basis 
for that year plus the accrual of that ex- 
pense item for the following year. The 
alliterative appeal of the term “double de- 
duction” suggests the fiction of a tax loop- 
hole which is not really present in the 
vacation pay picture. 


Moreover, it is debatable whether the 
change in tax accounting for vacation pay 
from a cash to an accrual basis actually in- 
volves a formal change in accounting basis. 
True, the Commissioner is not required to 
adhere strictly to a stereotyped form of 
accrual accounting where the taxpayer shifts 
his entire basis of accounting from cash to 
accrual.” 
by the error or oversight 
in tax accounting for vacation pay by filing 
a timely refund claim can hardly be digni 
fied with the characterization of a formal 
change of accounting basis sufficient to in- 
voke the full powers of adjustment 
sessed by the Commissioner in the year of 
Even if the Commissioner 
can require the taxpayer to include all items 
of income on such a change-over lest they 
forever taxation, however, logical 
consistency demands that the Commissioner 
permit the taxpayer to deduct all items of 
expense on a change-over which might for- 
ever be lost as deductions.” 


On the other hand, the correction 
taxpayer of his 


pos- 


change-over. 


escape 


to both estate and income taxes for the same 
item. Compare Secs. 204(e) and 207(e) of the 
1939 Code where Congress specifically declared 
that insurance companies could not deduct the 
same items twice. 

2 See William Hardy, Inc. v. 
cited at footnote 18 

2 In Goldstein Brothers Dollar Cleaning Com- 
pany, Inc., BTA memo. op., CCH Dec. 9297-B, 
the taxpayer was allowed a deduction as to the 
excess of the accrued accounts payable over 
the offsetting items of supplies inventory and 
accounts receivable on a change-over from cash 
to accrual. For many years, taxpayers chang- 
ing to the reserve method of deducting bad 
debts have been allowed, in the year of change, 
to deduct the initial reserve plus the amount 
that actually became bad debts in the year of 
change-over. See Bennie Rudner, CCH Dec. 
12.5445, 47 BTA 35 (1942); Abraham Sultan, 
CCH Dec. 6818, 22 BTA 889 (1931); Trans- 
atlantic Clock &@ Watch Company, CCH Dec. 
1336, 3 BTA 1064 (1926); Mim. 3527, VI-1 CB 
68 (1927); I. T. 1743, II-2 CB 143 (1923). 


Commissioner, 
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Tax Court's Test of Deductibility 


Any illusions held by taxpayers that the 
Tax Court would permit them to enjoy the 
double deductions for vacation pay for- 
bidden by the Commissioner were soon 
shattered by three decisions against the tax- 
payer. All three cases involved taxpayers 
on the cash basis who had created vested 
contractual rights to vacation pay by virtue 
of certain changes in union contracts. De- 
spite the two clear-cut published rulings of 
the Commissioner involving the union con- 
tract situation, the Tax Court emphatically 
denied the deduction for vacation pay on an 
accrual basis. Two decisions involved coal 
mine operators and one a laboratory equip- 
ment manufacturer, All three decisions 
appear difficult to reconcile with the published 
rulings because of the essential similarity in 
the fact situations involved and the definite- 
ness of the determinable accruable event. 
Likewise, all three decisions appear to con- 
flict with generally accepted principles of 
accrual accounting 
Tennessee Consolidated Coal Com- 

the question before the Tax Court 
whether the taxpayer was entitled to 
month by month its deductions for 
vacation pay due June 1 of the following 
year in accordance 
tracts between it 
Workers of 
Tennessee pay 
June to worker 
the previous 12 


First, in 
pany, 
was 


accrue 


with the existing con- 
and the United Mine 

America. Under the contract, 
had to vacation pay each 
each who worked all of 
months. In March, 1943, 
there was a work stoppage and the govern 
ment took over the operation of the mines, 
ordering the work 


certain 


parties to go to under 
with modifica- 
On two occasions the vacation pay 
of the workers was raised in amount. The 
company had little labor turnover. 
Tennessee, which was on the calendar-year 
accrued the vacation 
period it was earned. 


the union contract 


tions 
very 
basis, pay over the 
Thus, at the end of 
each year, it accrued six months of the vaca- 
tion pay which would be due the next June. 

According to the taxpayer, it had a fixed 
legal obligation to make vacation payments 
to its miners. In accordance with the then 
existing contract, it accrued a specific por- 
tion each month in order to have a sufficient 
amount of money on hand to make the pay- 
ment when the time of payment arrived, 

28 Cited at footnote 8. 

+7. T. 3956, 1949-1 CB 78. 

> Cited at footnote 8. 

* G. C. M. 25261, 1947-2 CB 44. 

* By Presidential Executive Order, dated 
May 21, 1946, the bituminous coal mines were 
seized by the United States and placed under 


Vacation Pay Controversy 


namely, June 1 of the following year. The 
taxpayer’s labor turnover was practically 
negligible. Under the provisions of the 
pertinent labor contracts, approximately one 
twelfth of its liability to its miners was 
incurred during each month which they 
worked. Despite the logic of the taxpayer's 
position and a strong dissent by Judge 
Black, the Tax Court held that the accrual 
as of December 31 was improper and that 
the vacation pay at issue was not to be 
deducted until actually paid. 

Although the Tax Court in the Tennessee 
case did not refer to the 
original position 


Commissioner’s 
as announced in I. T. 3956,” 
the fact situation seems substantially similar 
in both The Tennessee case differs 
from the ruling in that work in the follow- 
ing year was to qualify for a 
vacation, In the ruling, however, a quit 
in the following year disqualified for a vaca- 
tion already earned. If valid 
distinction between the possibility of an 
employee not working in the following year 
and quitting im the i 
extremely fine 


cases. 


necessary 


there is a 


following year, it is an 

Neither contingency 
appears sufficient to preclude an accrual as 
of the close of the preceding year. 


Second, the taxpayer suffered another 
Dunkirk in the Tax Court’s repudiation of 
the published rulings in Morrisdale Coal 
Mining Company.* 1946, the tax- 
payer, on a accrual basis, 
deducted from its gross income the amount 
representing payments 
miners and employees as 
the period June 1, 1945, through May 31, 
1946. Such payments were made under the 
union contract 


During 
calendar-year 
cash made to its 
vacation pay tor 


with the miners in existence 
at the beginning of 1946, and there was no 
controversy over this 
tion, however, the 


addi- 
that 


deduction. In 
taxpayer 

entitled to a deduction of 
twelfths of the amount paid its em- 
ployees in 1947 for the period June 1, 1946, 
through May 31, 1947, on the ground that 
such amount was due and De- 
cember 31, 1946 


claimed 
it was second 


seven 


owing at 


On the facts, there are many similarities 
between the Morrisdale case and the factual 
situation underlying G. C. M. 25261.% Both 
cases involved vacation pay deductions for 
bituminous coal miners under the so-called 


“Krug-Lewis Miners’ Contract.”** In citing 


the authority of the Secretary of the Inte- 


rior acting as Coal Mines Administrator. The 
‘*Krug-Lewis Miners’ Contract’’ covered for the 
period of government possession the terms and 
conditions of employment which were, as of 
March 31, 1946, subject to the National Bitu- 
minous Coal Wage Agreement of April 11, 1945. 
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the Tennessee case as support, however, the 
Tax Court held that the general provision 
for “annual vacations” was in itself insuffi- 
cient to create a liability. Under the cir- 
cumstances, there was no fixed contract 
covering the period June 1, 1946, through 
May 31, 1947, and there was no fixed and 
definite liability at the close of 1946. Thus, 
one twelfth of the vacation pay for 1947 
could not be accrued month by month during 
the tax year 1946. Also, the Tax Court 
emphasized by way of a makeweight argu- 
ment that the taxpayer itself never treated 
the vacation pay involved herein as an ac- 
crued expense for 1946 until sometime in 1950. 


This holding clearly conflicts with both 
published rulings. Thus, G. C. M. 25261 
permitted month-by-month accrual of 1946 
vacation pay December 
31, 1945, because the taxpayer's employees 


at a $75 rate as of 


had performed the qualifying services under 
the 1945 contract then Like- 
wise, I. T. 3956 authorized a yearly accrual 
pay for the year 
December 31 of the preceding year, 
because the taxpayer’s employees had com- 


in existence. 
of vacation subsequent 


as of 


pleted the necessary requirements of a spe- 
cified amount of service under the union 
While GG: C. M. 25261 is by 
confined to the effect of 
a certain contract of May 26, 1946, the rul- 
ing in I 


contract 
specific language 
T. 3956 is not so narrowly confined. 
Since the taxpayer’s employees in the Morris 


dale case had completed the necessary require 
ments of a 


specified amount of service in 
1946, it appears unduly harsh for the Tax 
Court to deny the accrual because the 1946 
qualifying period was not formally author- 
ized until 1947 The taxpayer and the 
taxpayer’s employees had every legal right 
to rely upon the government’s express state 
ment of vacation policy. It seems completely 
unfair to deny a proper accrual purely upon 
the basis of a bureaucratic oversight in fail 
ing to extend the qualifying period for vaca 
under the contract until the 


Vcal 


tions basic 


following 


Also, the taxpayer in the 
Morrisdale other vacation 
pay case, failed to record current accruals 
books should be of no moment in 
determining the accrual in any 
later proceeding As the judicial decisions 
hold, book entries are 


the 
any 


that 


case, oT in 


tact 


on its 
right to 


uniformly evidential 

* Helvering v. Midland Mutual Life 
ance Company, 37-1 ustc 7 9114, 300 U. S. 216; 
Accord, Doyle v. Mitchell Brothers Company, 
247 U. S. 179 (1918): In re Sheinman, 14 F. 
(2d) 323 (DC Pa., 1926): Texas Company (South 
American) Ltd., CCH Dee. 15,911, 9 TC 78 
(1947): Scruggs-Vandervoort-Barney, Inc., CCH 
Dec. 15,380, 7 TC 779 (1946); B. F. Goodrich 
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at best and in themselves cannot overcome 
the force of the actual facts controlling a 
taxable event or transaction. The law is 
unmistakably clear that book entries are 
not indispensable, conclusive or determina- 
tive. When all the events which entitle 
the taxpayer to a proper deduction have 
occurred, it should be allowed even though 
the books are silent as of that date 
do not speak until later adjusted.” 


and 


Third, the Tax Court dealt its most re- 
cent blow in E. H. Sheldon and Company,” 
where the taxpayer was a manufacturer of 
laboratory equipment which kept its books 
and filed its returns on an 
calendar-year basis 


accrual and 
The taxpayer entered 
into a union contract in May, 1945, for the 
period May 1, 1945, through April 30, 1946. 
Under this contract, no employee was en- 
titled to vacation pay under the agreement 
unless he was an employee at the beginning 
of the contract year and had been an em- 
ployee for at least one year prior thereto. 
Employees eligible for vacation pay were 
classified into two groups: 
with one year’s service as of 


Union employees 
May 1 and 
with less than five years’ service with the 
company would 
with pay. 

or more 
would 
pay. 


one-week vaca- 
Union employees with five 
with the company 
receive a two-week vacation with 
Employees on May 1, 1945, who had 
been employees for one year or more prior 
to that date were entitled to vacations with 
pay to be taken May 1 and De- 
1945, regardless of any possible 
after May 1, 1945, 
December 1, 1945. These vacation pay 
fairly representative of the 
typical union contract in industry today.” 


receive a 
tion 


years’ service 


between 
cember 1, 
before 


separation and 


provisions are 


Upon the basis of these contract provi- 
sions, the taxpayer was allowed a deduction 
for cash payments actually made to em- 
1945 as vacation pay. On the 
other hand, the taxpayer was denied, as a 
deduction for 1945, the additional amount 
which it estimated on December 31, 1945, 
would be two thirds of its vacation pay 
obligation payable in 1946 under the con 
tract. 


pl vees in 


The relations between the petitioner 
and its employees in 1945 were good and 
no layoffs or 
that time 
double 


strikes were anticipated at 
According to the taxpayer, the 


deduction could be defended upon 


Company, CCH Dec. 13,187, 1 TC 1098 (1943); 
Insul-Mastic Corporation of America, CCH Dec. 
17,754(M), 9 TCM 562 (1950). 

2 Cited at footnote 8. 

*® See 5 CCH Labor Law Reports { 51,200, and 
following; CCH Pension Plan Guide, { 4601, 
and following. 
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the ground that continued employment of 
the same men for the last eight months of 
1945 obligated the taxpayer to pay them 
additional vacation pay during the period 
May 1, 1946, to December 1, 1946. 


In citing the Morrisdale Coal Mining Com- 
pany case as authority, the Tax Court denied 
the deduction, declaring: “Not only would 
that method distort income for 1945 by 
deducting from it vacation pay for twenty 
months but it would also allow a deduction 
for a contingent liability which did not ac- 
crue in 1945.”- According to the Tax Court, 
it was not known in 1945 whether or not the 
contract then in effect would remain in 
effect after April 30, 1946. Even if it did, 
continued the Tax Court, the mere employ- 
ment of a man during the period May 1, 
1945, to December 31, 1945, did not entitle 
him to vacation pay for 1946. If he there- 
after separated from the taxpayer for any 
reason, he would fail to qualify on May - 
1946, for vacation pay for the employment 
period beginning on that date. Likewise, 
employees would first qualify for 
group | or group 2, depending upon events 
after December 31, 1945. According to the 
Tax Court, that would be another 
tainty in their cases. 


some 


uncer- 


On appeal, the Sixth Circuit agreed with 
the ruling of the Tax Court that there was 
not a sufficient basis for an accrual of vaca- 
tion pay for 1946 as of December 31, 1945." 
According to the court, 
probability during the taxable year that a 
liability would accrue was not sufficient if, 
as a matter of fact, it did not actually come 
into existence during the taxable year. If 
the Sheldon holding becomes the law of the 
land typical vacation pay 
provisions are found in union contracts, it 
is extremely unlikely that 
will ever be 


single 


the reasonable 





wherever such 


tormented 
able to 


tax- 
succe ssfully 
deduction for vaca- 
tion pay to say nothing of a double deduc- 
tion in any one tax year. In the light of 
the generally accepted principles of accrual 
accounting, there appears to be little justifi- 
cation for the Commissioner's, the 
Court’s, and the Sixth Circuit's 
these Although the taxpayer 
appealed the Tennessee Coal case to the 
Sixth Circuit, it was eventually dismissed 
pursuant to stipulation of the parties and 
consequently little can be learned from this 
disposition of the case. 


pavers 


claim a accrual 


Tax 
rulings in 


three cases 


1 54-2 ustc { 9526, 214 F. (2d) 655 (CA-6, 1954). 

3G. C. M. 25261, 1947-2 CB 44; I. T. 3956, 
1949-1 CB 78 

3% Taxpayers 
deduct 


on the 
currently, 


accrual basis 
pursuant to Sec. 


can now 
462 of the 


Vacation Pay Controversy 


Accrual Test Applied 
to Union Vacation Pay Plans 


No better statement of the generally ac- 
cepted accrual test of liability for book pur- 
poses or of deductibility for tax purposes 
can be found than in the two published 
rulings of the Commissioner himself rela- 
tive to vacation pay.” Although the basic 
principles of the accrual method have been 
firmly established with respect to various 
types of business expenses, vacation pay is 
one of the 
where 


more recent types of 
proper tax accounting 


still in a condition of flux.” 


expense 
treatment is 


In view of the fact that vacation pay 
contracts and plans covering both union 
and nonunion employees vary greatly from 
company to company and from industry 
to industry, accrual of vacation pay is not 
necessarily proper in all wherever 
there has been a change in a union contract 
or a vacation plan. 


cases 


Thus, with respect to 
union contracts, most of them contain pro- 
visions concerning the definition of qualify- 
ing service, the length of vacation allowed 
in relation to duration of employment, vaca- 
tion rights of employees leaving the com- 
pany and veterans returning to the company, 
computation of vacation pay for both time 
and piece-workers, pay in lieu of vacation, 
timing of vacation vacation 
rights of part-time workers.“ In many 
cases, employees may be divided into vari 
ous groups for the purposes of determining 
the time of 


periods, and 


accrual of vacation pay, upon 
the basis of seniority, method of determin 
ing qualifying period of eligibility, date of 


vacation 


period, or a combination of the 


foregoing factors 


Despite these variations, there are certain 
typical fact embodied in both 
contractual as well as noncontractual vaca- 
tion pay plans which lend 
standard tax accounting treatment. 


situations 


themselves to 
With 
respect to vacation pay plans incorporated 
in union contracts, therefore, it is submitted 
that the following criteria of deductibility 
should govern vacation pay cases upon the 
basis of generally 
accrual accounting: 
(1) The 
deduction” 
change-over 


accepted principles of 


fact that a so-called ‘double 
may be required in the year of 
from the cash to the accrual 
should not defeat an otherwise cor- 
rect accrual, nor should the amount of the 


basis 


new Code, a reasonable reserve for estimated 
vacation pay expense to be incurred in the 
following year 

* See footnote 30 





additional deduction 


allowable dictate the 
holding of the Commissioner as to the accrual.” 


(2) Although the taxpayer’s liability for 
vacations or vacation pay may, with respect 
to some employees, be terminated prior to 
the end of the scheduled vacation period, 
this circumstance alone should not preclude 
the accrual at the end of the taxable year 
in which the services are performed. 


(3) Periods of qualifications under a par- 
ticular plan should be construed to include 
working hours or qualifying time completed 
within a reasonable time after the end of 
the tax year 


(4) Just as a forfeiture provision per se 


should not prevent an otherwise correct 
accrual, so a provision for terminal pay on 
a pro-rata or other should not be 
vital to an accrual at the close of any given 


tax year. 


(5) Where all the 
mine 


basis 


which deter- 
vacation pay have oc- 
curred within the taxable year, the taxpayer 
should be permitted to j 
the close of the 


events 
liability for 


accrue as ol! 
reasonable 
best information 
liability to make vacation 
payments to its employees during the suc- 
ceeding taxable year 


taxable 
based on the 
available of its 


year a 
estimate 


(6) The 


actually 


fact that the 
accrue the 


taxpayer did not 
expense on his books 
which a refund or accrued 
claimed should not govern 
the validity of any subsequent accrual for 


in the year in 
vacation pay 1S 


that year 


(7) No should be made where 
employees must take their vacations in the 
same year as when earned. 


AC¢ rual 


(8) The possibility of strikes or increases 


in rates of vacation pay for employees as 
a group should not invalidate an otherwise 
proper accrual 


(9) ‘I he 


more 


fact that employees earn 
vacation pay by virtue of increased 
seniority after the close of the year is not 
event as to vitiate the 


may 


such an accrual 


for uncertainty 
(10) Where 


practice in the 


vacation pay 
industry 


is the accepted 


and has been in- 

“ Although the objection has never been 
publicly expressed, district commissioners faced 
with a valid double-deduction claim for vaca- 
tion pay seem to be greatly influenced by the 
fact that, under Sec. 3777 of the 1939 Code, 
refund claims exceeding $200,000 had to be 
referred to the Joint Committee on Internal 
Revenue Taxation. Under Sec. 6405 of the 
1954 Code, the minimum amount is lowered 
to $100,000. See Reiling, ‘‘Tax Refunds over 
$200,000 Require Special Handling; Bureau 
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corporated in an existing union contract 
of the taxpayer, the accrual should not be 
barred because of the possibility that the 
existing contract may not be renewed with 
its precise terms. 


Accrual Test Applied 
to White-Collar Vacation Pay Plans 


Aside from the criteria for deductibility 
proposed above, it is demanded by generally 
accepted accounting principles that the same 
principles of accrual be applied to nonunion 
employees as well as to union employees 
A literal interpretation of the published rul- 
ings and the Tax Court cases, however, 
would indicate that accrual for vacation pay 
is restricted to those employees covered 
by union contracts. There is no sound 
basis in law, logic or accounting for such 
an artificial distinction so long as a definite 
ascertainable liability exists at the close ot 
any given tax year. 


In common with the collective bargaining 
agreement situation, the right to vacation 
pay in the case of nonunion employees 
accrues at the point of time where the 
employee acquires a vested and enforceable 
legal right to vacation pay. Where a com- 
pany policy is in force with respect to non- 
union employees, and that policy has been 
made known to the employees in question, 
either at the time of hiring or in the course 
of their employment, there is a valid ground 
for accruing for tax purposes the vacation 
pay due such employees. 


As contrasted with contractual provisions 
creating vacation pay rights of union em- 
ployees under collective bargaining agree- 
ments, it is a much more subtle matter to 
create, or to determine the prior existence 
of, vacation pay rights of white-collar em 
ployees vacation plans couched in 
unilateral company policy declarations. In 
the union contract situation, the rights are 
created by an express bilateral contract and 
are as fixed and unmistakable as the terms 
of the written contract permit. On the 
other hand, in the white-collar employee 
situation, the rights are typically 
by a so-called “unilateral contract.” 


under 


created 
Prior 


Ms 


Officer Explains Procedure,’’ 95 Journal of Ac- 
countancy 567 (May, 1953). 


%* Whereas the consideration involved in a 
bilateral contract is a mutual exchange of 
promises by the parties thereto, a unilateral 
contract rests upon the exchange of a promise 
by one party for an act or performance by 
the other. See Restatement of Contracts, Secs. 
19e, 25, 32, 76 (1932); 12 American Jurispru- 
dence, Secs. 64-72; see Note, 92 A. L. R. 1396 
(1934). 
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to the development of legally vested fringe 
benefits in recent years, it was the practice 
of many taxpayers to grant vacations as 
gratuities outside the regular employment 
contract.” This policy applied to pensions, 
bonuses, insurance plans and other forms 
of gratuitous compensation, as well as to 
vacation plans. 

Under many plans of this type the tax- 
payer typically reserved the right to alter, 
amend or discontinue it at any time. With 
the inclusion of fixed vacation pay benefits 
in union contracts at the end of World 
War II, however, many of these taxpayers 
determined to extend the fixed vacation 
pay benefits to all employees, union and 
nonunion alike. Thus the question arose 
as to whether or not a fixed accruable lia- 
bility was created at the time such plans 
were changed. In other words, such tax- 
payers could deduct vacation pay only on 
the cash basis if their vacation plans were 
gratuitous prior to such amendments. In 
the year of amendment, however, it would 
seem that such taxpayers could deduct 
vacation pay on an accrual basis as well 
if their vacation plans became legally bind- 
ing by virtue of the amendment. 

Where a taxpayer’s plan 
pensions, 


providing for 
related benefits for 
its employees also provides that the plan, 
at the discretion of the employer, may be 
amended, modified or 


insurance or 


terminated at any 
time, or indicates that an employee acquires 
no vested rights under the plan, the courts 
have uniformly held that it constitutes a 
mere voluntary gratuitous plan for benefits 
for employees under which the 
red no liability until the 


employer 
incur benefits were 

‘See Hoffman, ‘Fringe Benefits for 
ployees,’’ 31 TAXES 999 (December, 1953). 

8% Stetson v. Chicago, Aurora & Elgin Railway 
Company, CCH Labor Law Reports { 68,453 
2 Ill. App. (2d) 274, 119 N. E. (2d) 395 (1954); 
Accord, Nogee v. Neisner Brothers, 351 Ill. App 
166, 114 N. E. (2d) 463 (1953). Cf. Olson v 
Mall Tool Company, 346 Ill. App. 9, 104 N. E 
(2d) 665 (1952); Hughes v. Encyclopedia Bri- 
tanica, 21 LABOR CASES { 66,747, 108 F. Supp 
303 (1952), dismissed, 23 LABOR CASEs { 67,609, 
199 F. (2d) 295 (CA-7, 1952); Stonecipher v. Na- 
tional Life and Accident Insurance Company, 
331 Ill. App. 435, 73 N. E. (2d) 640 (1947); 
Mencke v. Thompson, 140 F. (2d) 786 (CCA-8, 
1944); MacCabe v. Consolidated Edison Com- 
pany of New York, 30 N. Y. S. (2d) 445 (1941); 
Fickling v. Pollard, 51 Ga. App. 54, 179 S. E 
582 (1935); Magnolia Petroleum Company v. 
Butler, 86 S. W. (2d) 258 (Tex. Civ. App., 
1935); Spiner v. Western Union Telegraph Com- 
pany, 73 S. W. (2d) 566 (Tex. Civ. App., 1934); 
Cowles v. Morris & Company, 330 Ill. 11, 161 
N. E. 150 (1928); Krause v. Royal Metal Manu- 
facturing Company, 162 Till. App. 458 (1911); 
Dolge v. Dolge, 70 App. Div. 517, 75 N. Y. S. 
386 (1902). 


Em- 
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actually taken by the employee.” Where 
an employer has made an alleged offer to 
enter into a unilateral contract for vacation 
pay that is so indefinite in its terms that 
the promises and performances to be ren- 
dered by each party are uncertain, the 
courts have uniformly refused to enforce 
the alleged contract on behalf of the em- 
ployee. No binding contract and, therefore, 
no accruable liability, can be created if the 
taxpayer fails to make a firm offer to em- 
ployees to enter into such a unilateral con- 
tract. If it is uncertain whether any liability 
exists, there can be no accrual for tax pur- 
poses until the contingency disappears and 
liability becomes fixed and certain.” 


In view of these established legal prin- 
ciples, taxpayers presently claiming deduc- 
tions on the basis for vacation pay 
pursuant to voluntary and gratuitous plans 
for white-collar employees can lay the ground- 
work for claiming increased deductions on 
the accrual the double deduction 
itself by surrendering their power to alter, 
amend or revoke these plans and by com- 
municating this fact to 
Generally speaking, a 
contract 
ployees for 


cash 


basis or 


their 
binding 
taxpayer and his 

pay typically 
from the three following steps: 


employees. 
unilateral 
between a em- 


vacation arises 


(1) an official action of the taxpayer 
adopting a nonrevocable vacation pay plan, 
such as a resolution of the board of directors 


of the company; 


(2) promulgation of the terms of the plan 
to employees by means of bulletin boards, 
employee pamphlets, interviews or 
other form of employee communication; and 


some 


® For example, Bauer Brothers Company v. 
Commissioner, 2 vustc { 666, 46 F. (2d) 874 
(CCA-6, 1931); #. B. & A. C. Whiting Company, 
CCH Dec. 16,217, 10 TC 102 (1948); Cotton 
States Fertilizer Company, CCH Dec, 12,840, 
17 BTA 748 (1942); Ames Reliable Products 
Company, CCH Dec, 11,768, 44 BTA 176 (1941); 
East Coast Motors, Inc., CCH Dee. 9539, 35 
BTA 212 (1936). Cf. I. T. 3956, 1949-1 CB 78; 
Hubbard v. Turner Department Store Company, 
278 S. W. 1060 (Mo. Ct. App., 1926); Varney 
v, Ditmars, 217 N. Y. 223, 111 N. E. 822 (1916); 
United Press v. New York Press Company, 164 
N. Y. 406, 58 N. E. 527 (1900). But cf. Commis- 
sioner v. Produce Reporter Company, 53-2 vustc 
"9595, 207 F. (2d) 586 (CA-7); Epmeier v 
U. S., 52-2 ustc 7 9510, 199 F. (2d) 508 (CA-7); 
Lincoln Electric Company Employees’ Profit- 
Sharing Trust et al. v. Commissioner, 51-2 ust 
19371, 190 F. (2d) 326 (CA-6); Vallejo v. 
American Railroad Company of Puerto Rico, 
19 LABOR CASES { 66,309, 188 F. (2d) 513 (CA-1, 
1951): Willoughby Camera Stores, Inc. v. Com- 
missioner, 42-1 ustc { 9242, 125 F. (2d) 607 
(CCA-2). 





(3) acceptance of the terms of the plan 
by the employees by virtue of their con- 
tinued employment with the taxpayer. 


If the taxpayer so chooses in any given 


taxable year to make its vacation pay policy 


final, and notifies its employees that as of 
December 31, or the end of its fiscal year, 
all employees will be entitled to accrued 
vacations, the taxpayer should be in a good 
position to claim a double deduction in that 
year. If the employer creates this sound 
for the payment of vacation pay 
at December 31, evidenced by the adoption 
of a firm published policy, the basis clearly 
exists for a double deduction in the 
policy is adopted A denia! of 
deduction by the Commissioner or the 
Court 


liability 


year 

this 
Tax 
would 


such 
under these 
the intention as 
expressed in Code Section 41, as well as 
the generally of 
crual accounting. 


circumstances 


contravene of Congress 


accepted principles ac 


Reserve Test Under 1954 Code 


One 


the and far- 


of most important 
provisions of the 1954 Code is 
462, gives an election to 


accrual-basis taxpayers to deduct reasonable 


reaching 
Section which 
additions to reserves for estimated expenses.” 
such be 
without the approval or comment of the 
Commissioner, for the first taxable year 
beginning after December 31, 1953, and ending 
the enactment of the 1954 Code For 
calendar-yeat such year the 
In order to qualify 
for reserve expenses must be 
related to taxed during the year, 
must be otherwise deductible in a later tax- 
able year and must be of a kind that can 
be estimated with reasonable accuracy. The 
House and Senate committee reports both 
gave vacation pay 


Moreover, election may made, 


alter 
taxpayers, is 


1954. 


treatment, 


calendar vear 


mcome 


as a specific example 
of the type of expense that is eligible for 


reserve treatment.” 


the liberal 
opportunity 


Under Section 
462, the “one-shot” double 
deduction for vacation pay is clearly created 
for the 1954 tax year as well as later tax 
years In words, an accrual-basis 
wall able to deduct’a reserve 
vacation “attributable” to 1954 in- 
that will not actually be paid until 
1955 or later in addition to his actual vaca- 
tion pay expense of 1954. In common with 
the deductions claimed on the accrual basis 
under the 1939 Code, there will be no snow- 


provisions of 
for a 


other 
be 


pay 


taxpayel! 
tor 
come 


balling of reserves. In other words, at the 
end of each tax year, reserves must be ex- 
amined and adjusted. Any amount 
which the reserve exceeds total current 
estimated liabilities must be taken into in- 
come for that year. Conversely, 
any amount by which the reserve falls short 
may presumably be further deducted from 
such income.” 


by 


taxable 


In comparison, both the accrual and the 
reserve methods of deducting vacation pay 
expense require that the amount of the de- 
duction be éstimated with reasonable accuracy 
As indicated by both House and Senate 
committee reports,” the reserve method 
not to be for and expenses 
of a contingent or contested nature and as 
to which there 
of their amount. 
accrual test, 
not 
deduction 


1s 
allowed costs 
reasonable 
contrasted with the 
the reserve method 
require as a prerequisite of the 
that the legal fact of liability 
for the expense be established in the cur- 
rent taxable year. This 
novation of the 1954 
significant milestone the 
tax accounting rules and 
simplify the application of the Internal 
Revenue Code not only to vacation pay 
plans but to all other types of business ex- 
eligible treatment. It 
properly applied by the Commissioner, Sec- 
tion 462 should render academic the current 
controversy 


is no 
As 


however, 


certainty 


does 


long-awaited 
Ce de 


in- 
represents a 
clarification of 
should greatly 


in 


pense for reserve 


over vacation pay plans for 
accrual-basis taxpayers insofar as the 1954 


and later tax 

In figuring 
to the 
expense, a 


years are concerned. 


the 
vacation pay 
appears to face little 
difficulty if vacation pay under his particu- 
lar plan becomes a definite obligation when 
accrued earned. 
may provide 


the amount of addition 
for estimated 


taxpayer 


reserve 


or For example, a plan 
for one day’s paid vacation 
for each month worked payable either in 
the form of a paid vacation or as a lump 
sum on termination of employment. In 
such a case, the amount deductible is iden 
tical on the reserve as well as the accrual 
basis and can be precisely determined from 
payroll records, 


On the other hand, a more difficult prob 
lem is presented if a plan provides that the 
employee gets nothing upon termination of 
employment prior to the vacation period. 
For example, the plan of a calendar-year 
taxpayer may provide for two weeks’ vaca- 
tion for employees who will have completed 





# 1954 Code Sec. 462 
*! See footnote 3. 
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one year’s employment by July 1, 1955. By 





*2 See footnote 3. 
* See footnote 3. 
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December 31, 1954, eligible employees will 
have actually earned one week’s vacation. 
In such a case, it appears that the taxpayer 
is confronted with the same troublesome 
questions of deductibility under the reserve 
method of the 1954 Code as under the 
accrual method of the 1939 Code. 


Can the entire two weeks’ vacation pay 
be added to the reserve and deducted in 
1954 in the case of these employees? Or 
can only the one week’s vacation pay actu- 
ally earned be added and deducted as under 
the accrual method? Must an adjustment 
be made to either of these amounts based 
upon the expected turnover of employees 
before becoming legally entitled to vaca- 
tion pay benefits? 


In this area of uncertainty, the Regula- 
tions expected in the near future will un- 
doubtedly relieve many of the 
caused by certain contingencies 
lar vacation 
tions 


headaches 
in particu- 
In these Regula- 
the administration of Section 
462, Congress has definitely precluded the 
Commissioner from applying the accrual 
test of the 1939 Code to the reasonableness 
of an addition to a reserve for estimated 
vacation pay expense under the 1954 Code. 
Under the accrual test of the 1939 Code, 
there could be no accrual until any con- 
tingency disappeared or was eliminated and 
the fact of liability became fixed and cer- 
tain.“ If liability were recognized, but the 
amount was not yet determined, an esti- 
mated amount could be accrued subject to 
later corrections as to that year.® 


A side for bad debts, de- 
preciation and depletion which had a specific 
statutory basis under the 1939 Code, the 
disallowance of other reserves resulted his- 
torically from the failure of the Commis- 
sioner and the courts to construe Section 
43 of the 1939 Code broadly and in accord- 
ance with generally accepted accounting 
principles.“ When an expense was “in- 
curred,” it did not necessarily mean that it 
became a legal liability. Where Congress 
employed the term “attributable to the in- 
come of the taxable year” in Section 462, 
the words should now be construed by the 
Commissioner and the courts according to 


pay plans. 


and in 


from reserves 





their generally accepted accounting mean- 
ing. It appears unmistakably clear that 
Congress intended the enactment of Section 
462 to bring tax accounting rules back into 
conformity with generally accepted account- 
ing principles and to abandon the technical 
accrual rules of the 1939 Code in favor of 
more liberal rules. Any attempt 
by the Commissioner or the courts to resur- 
rect the elements of the thoroughly dis- 
credited accrual test developed under the 
1939 Code and to apply them to reserves 
for vacation pay under the 1954 Code would 
be a flagrant violation of Congressional intent. 


reserve 


Conclusions 


In conclusion, it is believed that the adop- 
tion of the 1954 Code should lead to a 
closer harmony between tax accounting rules 
and generally accepted principles of ac- 
counting and the peaceful settlement of the 
current controversy over the deductibility 
of vacation pay under both accrual and 
reserve methods. In view of this unmis- 
takable declaration of legislative intent, it 
is believed that the Commissioner’s drive 
against sound tax accounting practices in 
this area during recent years has been de- 
cisively halted. In the dawn of this new 
tax accounting philosophy, the question is 
raised as to the proper disposition of pend- 
ing vacation pay cases for tax years sub- 
ject to the 1939 Code and the accrual test 
of deductibility. 

With respect to taxpayers with pending 
deficiencies or refund claims relative to 
vacation pay under the 1939 Code, there 
appear to be certain relief provisions avail- 
able under Section 3801 of the 1939 Code 
relative to the mitigation of the effect of 
the statute of limitations.“ In other words, 
if the Commissioner attempts to push back 
the right of accrual in white-collar vaca- 
tion pay controversies, conceivably as far 
back as the year 1913, the taxpayer may 
utilize Section 3801 to gain the advantage 
of a deduction which might otherwise be 
permanently lost. In view of the lower 
tax rates in earlier years and_ technical 
obstacles to obtaining such relief, however, 
such relief does not seem adequate to cover 





“4 See U. S. v. Mitchell, 1 usvc 9171, 271 U. S 


9 (1926); U. 8S. v. Anderson, 1 ustc $155, 269 
U. S. 422 (1926); U. 8. v. Woodward, 1 vustc 
7 50, 256 U. S. 632 (1921); Accurate Tool Com- 
pany, Inc, et al., CCH Dec. 18,265(M), 10 TCM 
354 -(1951); Weisbecker, CCH Dec. 5745, 18 BTA 
766 (1930). See footnotes 5 and 6, above. 

* Anderson-Clayton Securities Corporation, 
CCH Dec. 9614, 35 BTA 795 (1937); J. S. Hoskins 
Lumber Company, CCH Dec. 1280, 3 BTA 846 
(1926). See footnotes 5 and 6, above. 


Vacation Pay Controversy 


” See footnote 2. 

47 Sec. 3801 of the 1939 Code allowed either 
the taxpayer or the Commissioner to correct 
an improper tax result in certain cases where 
such action would otherwise be prevented by 
the running of the statute of limitations. 
Similar provisions are incorporated in Secs. 
1311-1315 of the 1954 Code. 





the disallowance of a double deduction in 


the proper year of accrual. 


Unless administrative clarification is soon 
forthcoming, it appears that the current 
controversy over vacation pay cases under 
the 1939 Code may eventually be settled 
by the federal appellate courts. As yet, 
only one of the federal appellate courts has 
considered an appeal from the adverse deci- 
sions of the Tax Court.” In view of the 
adamant stand of the Tax Court against 
the allowance of double deductions in defi- 
ciency cases, however, it appears likely that 
taxpayers with pending refund claims may 
be compelled to sue in the district courts 
before the statute of limitations expires.” 


In view of the reformed tax accounting 
philosophy of the 1954 Code, it appears 
imperative that the Commissioner clarify 
his position in the current controversy with 
respect to union as well as to nonunion 
vacation pay plans. Because of the diverse 

* See footnote 31 

* Sec, 3772(a)(3) of the 1939 Code provided 
that no such suit could be started before the 
expiration of six months from the date of filing 
of a refund claim, unless the Commissioner 
rendered a decision within that time, nor after 


and conflicting rulings issued by the various 
district commissioners under the 1939 Code, 
it is believed that the Washington head- 
quarters of the Internal Revenue Service 
should issue rulings under both the 1939 
and the 1954 Codes that can be uniformly 
applied throughout the country. Inasmuch 
as certain revenue districts have already 
issued favorable rulings in proper cases 
during the past ten years involving double 
deductions for vacation pay to both utility 
and nonutility companies under the 1939 
Code,” other taxpayers similarly situated 
should be accorded the same uniform tax 
treatment. In its reconsideration of its 
position in the current controversy, the In- 
ternal Revenue Service should give full 
recognition to the intent of Congress with 
respect to bringing about a closer reconcili- 
ation, under the new Code, of tax accounting 
rules and generally 
principles. 


accepted accounting 


[The End] 


the expiration of two years from the date of 
registered mailing by the Commissioner of a 
notice of disallowance of the claim. This pro- 
vision is substantially unchanged by Sec. 6532 
(a)(1) of the 1954 Code. 

” See footnote 7. 


PURCHASE OF LOSS COMPANIES: CODE SECTION 382(a)— 


Continued from page 883 


Assuming this latter position ultimately 
prevails, and the purchaser of a tax 
must the both Sections 
382(a) and 269, is there then no safe way 
to achieve the desired result? Self-evidently, 
the last against the generality of 
Section 269 is in failure to meet its 50 per 
cent control requirement. 


loss 


face obstacles of 


retuge 


To the ar h-realist, 
control is only a means to an end, not the end 
itself. 
over 


When the net operating loss carry- 


is frankly viewed as an asset of the 


72 Assume A has an opportunity to realize a 
$100,000 profit on a shipment of Swiss watches 
He cannot afford to take the profit as an in- 
dividual because of the high surtax rates. If 
he forms a corporation to transact the deal, 
there would be $41,500 tax (at the 47 per cent 
top rate to be in effect April 1, 1955) on the 
corporate profits and about $14,500 capital gains 
tax on liquidating the corporation. A will net 
about $44,000 after taxes. 

E Corporation, on the other hand, has lost 
$100,000 in the glove business and has this 
$100,000 available as a net operating loss carry- 
over. It also has $100,000 net assets still in the 
business. If the holders of E stock give A a 
45 per cent interest and A permits the corpora- 
tion to realize the profit, there will be no 
corporate tax and the corporation will now have 
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corporation, it is possible and not improper 
for the present stockholders and the would-be 
purchaser with a source of outside income 
to unite their resources with profit to both.” 
With careful planning, this type of trans- 
action produce the same effect as a 
direct purchase of the tax loss, but it can- 
not be applied to every situation and so 
will not be as popular. If the traffic in 
losses has not been stopped, at least it has 


been slowed down. [The End] 


can 


$200,000 net assets. A receives $90,000 in liqui- 
dation, pays $22,500 as capital gains tax and 
nets $67,500—an increase of $23,500 as a result 
of the deal. The original stockholders of E 
receive $110,000 in liquidation, whereas they 
would have received $100,000 before this trans- 
action. 

The result is the same as A's paying $10,000 
for all the stock of the loss corporation. The 
price can be adjusted by varying the percentage 
of stock, less than 50 per cent, which A takes 
or by varying the amount of net assets of the 
corporation before the transaction. The limita- 
tion on this type of deal is that A's profit 
must be fairly predictable, or it must be pos- 
sible to liquidate the corporation after having 
earned a fixed amount of profit; otherwise A 
sacrifices income to the other shareholders. 
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Tax Conventions 
with Germany and Japan 


By MITCHELL B. CARROLL, Attorney, New York City 


INCOME TAX CONVENTION 


WITH GERMANY 

TN HE CONVENTION between the United 

States of America and the Federal Re- 
public of Germany for the avoidance of 
double taxation with respect to taxes on 
income was signed July 22, 1954, and the 
Senate consented to ratification of the con- 
vention on August 20, 1954. Taxes are high 
in West Germany; for example, the cor- 
poration tax rate is 60 per cent. This tax 
is reduced to 30 per cent’ on distributed 
profits which are then subject to a withhold- 
ing tax of 25 per cent. The convention ap- 
plies to the German corporation tax, the 
income tax on individuals and the Berlin 
emergency tax (Notopfer), which is levied 
in addition to the foregoing taxes on income. 
In the case of the United States, the con- 
vention applies only to the federal income 
taxes, including surtaxes and excess profits 
taxes (Article I). 

However, under the convention, Germany 
seeks to attract American investments, techni- 
cal knowledge and business. The German 
Government agrees to reduce its tax on 
dividends to 15 per cent when paid to an 
American corporation which owns at least 
10 per cent of the voting stock in the 
German company paying the dividend and 
has no permanent establishment in the Fed- 
eral Republic (Article V1). 

Furthermore, Germany exempts, at the 
source, bona fide interest on bonds, deben- 





1 Consideration is being given to having a 
45 per cent rate apply to undistributed profits, 
leaving the rate on distributed profits at 30 per 
cent. However, as the amount used to pay the 
30 per cent tax will come out of undistributed 


Germany and Japan 


The United States Senate consented to 
ratification of the convention with 
Germany on August 20. It has 

not consented to ratification of the 
Japanese treaty yet, although 

the Japanese Diet has ratified it. 


tures, securities or any other form of indebted- 
ness (except that secured by mortgages on 
farms, timberlands or real property used 
wholly or partially for housing purposes). 
Exemption at source also applies to royal- 
ties and other amounts derived as bona fide 
consideration for the right to use copyrights, 
artistic and scientific works, patents, designs, 
plans, secret processes and formulae, trade 
marks, and other like property and rights 
(including rentals and like payments in re- 
spect to motion picture films or for the use 
of industrial, commercial or scientific equip- 
ment). However, the resident or corpora- 
tion or other entity of the United States 
receiving such interest or royalties must, in 
order to enjoy the exemption, not have a per- 
manent establishment in the Federal Republic 
(Articles VII and VIII, respectively). 

The foregoing and other provisions de- 
scribed herein are reciprocal, but the con- 
vention will be discussed from the viewpoint 
of a resident individual or corporation of 
the United States deriving income from 
German sources. 


Industries and Commercial Profits 


A United States enterprise is defined as 
an industrial or commercial enterprise or 
undertaking carried on in the United States 
by a resident (including an individual in his 
individual capacity or as a member of a 
partnership) or a fiduciary or a corporation 
or other entity created or organized under 





income taxable at a 45 per cent rate, the effec- 
tive rate on distributed profits may be 30 per 
cent plus 45 per cent times 30 per cent or 13.5 


per cent, making an effective rate of 43.5 per 
cent. 


897 





the law of the United States or of any state 
or territory of the United States (Article 
[I(1)(e)). A United States enterprise will 
not be taxable in the Federal Republic in 
respect of its industrial or commercial profits 
unless it is engaged in trade or business in 
that country through a permanent establish- 
ment situated therein. In that case, the 
Federal Republic may impose a tax on the 
entire income of such enterprise from sources 
within that country and will limit its taxa- 
tion of the enterprise to income from such 
sources (Article III(1)). Of course, this 
provision covers interest and royalties be- 
cause the exemption of such classes of in- 
come applies only if the recipient in the 
United States has no permanent establish- 
ment in West Germany. 


The criterion for allocating income to a 
permanent establishment is that there shall 
be attributed to it the industrial or com- 
mercial profits which it might be expected 
to derive if it were an independent enter- 
prise engaged in the same or similar activi- 
ties under the same or similar conditions 
and dealing at arm’s length with the enter- 
prise of which it is a permanent establish- 
ment (Article II11(3)). However, in order 
to encourage exports, no account will be 
taken in determining liability to German 
taxes of the mere purchase of merchandise 
therein by the United States enterprise (Arti- 


cle III(2)). 


An important corollary of the above crite- 
rion of allocation is that in determining the 
industria! and commercial profits of the 
permanent establishment there shall be al- 
lowed as deductions all expenses which are 
reasonably allocable to the permanent estab- 
lishment, including executive and administra- 
tive expenses so allocable (Article III(4)). 


In order to prevent overlapping assess- 
ments and to make sure that the profits from 
international transactions are properly al- 
located to or apportioned between permanent 
establishments in the two countries, the re- 
spective competent authorities may agree 
on rules of apportionment of industrial or 
commercial profits (Article III(5)). 


Definition of Permanent Establishment 


The term “permanent establishment” is 
defined by stating first what it does include 
and then what it does not include. The 
definition is almost entirely the same as 
that found in other income tax conventions 
to which the United States is a party. 


The term includes a branch, office, factory, 
workshop, warehouse, mine, stone quarry 


or other place of exploitation of the ground 
or soil, permanent’ display and sales office, or 
a construction or assembly project or the 
like the duration of which exceeds or will 
likely exceed 12 months, or other fixed 
place of business. 


The term does not include the following: 


(1) the casual and temporary use of mere 
storage facilities; 

(2) an agent or employee unless he has 
full power for the negotiation and con- 
cluding of contracts on behalf of the enter- 
prise and also habitually exercises this power, 
or has a stock of merchandise from which 
he regularly fills orders on behalf of the 
enterprise; 


(3) the carrying-on of business dealings 
in the Federal Republic through a commis- 
sion agent, broker, custodian or other inde- 
pendent agent, acting in the ordinary course 
of his business as such; 


(4) a fixed place of business maintained 
exclusively for the purchase of goods or 
merchandise; 


(5) a subsidiary corporation which is a 
German corporation or which is engaged 
in trade or business in the Federal Re- 
public; and 


(6) a warehouse maintained in the Fed- 
eral Republic for convenience of delivery 
and not for purposes of display (Article 
II(1)(c)). 


Parent and Subsidiary Corporations 


If a United States corporation has a sub- 
sidiary German corporation, it is subject 
to a standard treaty provision which is sub- 
stantially the same as Section 45, 1939 Code. 
It may be paraphrased to read that if a 
United States enterprise, by reason of its 
participation in the management or financial 
structure of a German enterprise, agrees to, 
or imposes on the latter enterprise, com- 
mercial or financial conditions differing from 
those which would be made with an inde- 
pendent enterprise, any profits which would 
normally have accrued to one of the enter- 
prises, but by reason of those conditions 
have not so accrued, may be included in the 
profits of that enterprise and taxed accord- 
ingly (Article IV). 


Shipping and Air Transport 


As an exception to the foregoing pro- 
visions, the convention contains a very 
liberal clause exempting profits derived by 
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4 


a United States enterprise from the operation 
of ships or aircraft in Germany (Article V). 


In an exchange of notes on the occasion 
of signing the convention, the United States 
Government received assurances that for the 
period from July 1, 1950, and pending the 
entry into force of the convention, “the air- 
line companies of the United States operat- 
ing in Germany will be accorded exemption 
from the German corporation income tax, 
the Berlin Emergency contribution, and local 
government trade taxes insofar as the latter 
apply to income.” Thus, the Federal Re- 
public gave up tax claims against the air- 
lines which had been exempted up to June 
30, 1950, as auxiliaries of the United States 
Armed Forces (Senate, Executive J, Eighty- 
third Congress, Second Session, page 3). 


Business Visitors 
The 


German 


basic liability to the 
individuals is that 
if they are in Germany for less than six 
months, they are liable to that tax only on 
income from German sources. 


principle of 
income tax on 


However, if 
they remain in Germany for more than six 
months, they are regarded as residents and 
are taxable on income from all sources. For 
the purposes of the convention, “residence” 
in the Federal Republic includes the cus- 
tomary place of abode therein (Article II(2)). 


The convention article on business visitors 
dovetails with the foregoing basic principle 
in German tax law by exempting the com- 
pensation for labor or personal services 
performed in the Federal Republic (includ- 
ing the practice of the liberal professions 
and rendition of services as a director) re- 
ceived by an individual resident of the 
United States who is temporarily present 
in Germany for a period or periods not ex- 
ceeding a total of 183 days during the tax- 
able year. In addition, the visitor must meet 
one or the other of the following conditions : 


(1) His compensation is received for such 
labor or personal services performed as an 
employee of, or under contract with, a 
natural person resident in the United States 
or a United States corporation, and such 
compensation is borne by such resident or 
corporation (it is to be noted that there is 
no ceiling on the amount of compensation). 

(2) His compensation received for such 
labor or personal services does not exceed 
$3,000 (it, this case there is no restriction as 
to who employs him) (Article X). 

This limitation of $3,000 for a period of 
183 days seems too restrictive, especially 


Germany and Japan 


when compared with the limitation of $10,000 
a year for trainees, below. 


Real Property Rentals 
and Mining Royalties 


A resident or corporation or other entity 
of the United States deriving income from 
real property situated in Germany (includ- 
ing gains derived from its sale or exchange 
of such property and interest on debts se- 
cured by mortgages on farms, timberlands 
or real property used wholly or partly 
for housing purposes, and royalties in re- 
spect of the operation of mines, stone quarries, 
or other natural 


year 


resources) may for any 
elect to be taxed on a net 
income basis, as if engaged in trade or busi- 
ness within Germany through a permanent 
establishment therein (Article IX). 


taxable 


Miscellaneous Provisions 
for Reciprocal Exemption 


The contains a number of 
provisions for reciprocal exemption in the 
country of source for particular items of 
income. Thus, the Federal Republic ex- 
empts the following items of income that 
are earned or derived from German sources: 


convention 


(1) Wages, salaries and similar compen- 
sation and pensions paid by the United 
States or by its states, territories or political 
subdivisions, to an individual (other than a 
German citizen). The term “pensions” includes 
annuities paid to a retired civilian government 
employee (Article X1I(1)(a) and (c)). 


(2) Private pensions and private life an- 
nuities trom German sources paid to in- 
dividuals residing in the United States 


(Article X1(2)). 


Certain items of income may remain tax- 
able in the country where the individual resides 
but be exempted in the other country under 
certain conditions, as follows: 


(1) A professor or teacher, a resident of 
the United States, who temporarily visits 
Germany for the purpose of teaching for 
a period not exceeding two years at a uni- 
versity, college, school or other educational 
institution in Germany will be exempted by 
the Federal Republic from tax on his re- 
muneration for such teaching during that 
period (Article XII). (Presumably the 


United States citizen who goes to Germany 
under the foregoing provisions could claim 
exemption also from the United States tax 
by reason of being present in Germany dur- 
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ing 17 out of 18 months 
911(a)(2), 1954 Code.) 


under Section 

(2) A resident of the United States who 
ts temporarily present in Germany solely as 
a student at a university, college, school or 
other educational institution in Germany 
will be exempt in Germany from tax on 
remittances from abroad for study 


(Article XIII(1)). 


(3) An apprentice, a resident of the United 
States, who is temporarily present in Ger- 


and 
maintenance 


many exclusively for the purpose of acquir- 
ing business or technical experience will 
likewise be exempt in Germany in respect 
of remittances from abroad for study and 
maintenance (Article XII1(2)). 


(4) A resident of the United States who 
is a recipient of a grant, allowance or award 
from a nonprofit religious, charitable, scien- 
tific, literary or educational organization 
will be exempt from tax in Germany on 
such payments from such organization (other 
than compensation for 
(Article XII1I(3)). 


(5) Under a 
ficial to 


personal services) 


reciprocal provision bene- 
“trainees,” a resident ot 
the United States who is an employee of an 
enterprise of this country, or of an organiza- 
tion described under paragraph 3, and who 
is temporarily present in Germany for a 
period not exceeding one year solely to ac- 
quire technical, professional or business ex- 
perience from any person other than such 
enterprise or organization will be exempt 
in Germany on compensation from abroad 
paid by such enterprise or organization if 
his annual compensation for services wherever 
performed does not exceed $10,000 (Article 
XI1TI(4)). 


so-called 


Extraterritorial Tax on Dividends 
and Interest 


Dividends and interest paid by a German 
company (other than a United States cor- 
poration) will be exempt from United States 
tax when the recipient is a nonresident alien 
or a foreign corporation. This provision is 
intended to free individuals and corporations 
other than United States citizens, residents 
and domestic corporations from the United 
States tax on dividends and interest paid by 
a German company which are treated as in- 
come from United States sources under the 
United States Internal Revenue Code—for 


example, dividends from a foreign corpora- 
tion unless less than 50 per cent of the 


the 
prescribed 


income of 
during a 
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gross foreign corporation 


period was derived 
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from sources within the United States (Sec- 
tion 861(a)(2)(B), 1954 Code), and interest 
received from a resident foreign corporation 
deriving 20 per cent or more of its gross 
income from United States sources during 
a prescribed period (Section 861(a)(1)(B), 
1954 Code). 


Relief from Double Taxation 


Where a citizen or corporation of the 
United States is taxed in Germany on income 
from sources in that country, he may credit 
that tax against the United States tax under 
Code Section 131, as in effect on the date of 
entry into force of this convention (Article 


XV(1)(a)). 


For its part the Federal Republic will ex- 
clude from the taxes covered by the con- 
vention such items of income dealt with 
therein as are derived from and taxed in the 
United States. In the case of a United 
States citizen who is resident in Germany, 
there will be excluded from the tax base all 
items of income derived from and taxed in 
the United States. However, the Federal Re- 
public reserves the right to take into account 
in determining the rate of its taxes the income 
thus excluded (Article XV(1)(b)). In view 
of these provisions, the Federal Republic is 
held to satisfy the similar credit requirement 
in Section 13l{a)(3), 1939 Code, so that a 
German citizen resident in the United States 
may have the benefit of that section (Arti- 
cle XV(1)(b)). 


General Protective Provisions 


The convention contains some general 
provisions to protect taxpayers, such as: 


(1) Its provisions shall not be construed 
to restrict in any manner any exemption, 
deduction, credit or other allowance now or 
hereafter accorded, by the laws of one of the 
contracting countries in determining its tax 
(Article XVIII(2)), or exemptions granted 
diplomatic or consular officers (Article 


XVITII(1)). 


(2) Citizens and corporations, partner- 
ships or other juridical persons of one 
country will not while resident in the other 
contracting country be subject to other or 
more burdensome national, state or municipal 
taxes than are citizens or other juridical per- 
sons of the latter country (Article X VIII(3) ). 

(3) If a taxpayer can show that the ac- 
tion of the tax authorities of Germany or 
the United States or both has resulted or 
will result in double taxation contrary to 
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the provisions of the convention, the claim 
may be presented to the country of which 
the taxpayer is a citizen, a resident or a 
company, according to the case. If the com- 
petent authority of that country deems the 
claim worthy of consideration, he must 
endeavor to come to an agreement with the 
competent authority of the other country 
with a view to avoidance of double taxation. 
The competent authorities are to proceed 
as quickly as possible to settle difficulties or 
doubts in the interpretation or application of 
the convention or in respect of its relation 
to conventions of the contracting states with 


third states (Article XVII) 


Mutual Assistance 


The convention is implemented by clauses 
calling for a certain amount of exchange of 
information and assistance in collecting taxes 
which apparently are modeled on conven- 
tions now in force. Thus the provision on 
the former subject is similar to the provi- 
sion on this subject in the convention with 
the United Kingdom, Accordingly, the United 
States, for example, may be called upon to 
exchange only such information as is availa- 
ble under its laws and as is necessary for 
the carrying out of the provisions of the 
convention, or for the prevention of fraud 
or the like in relation to taxes covered by 
the convention. Two 
are imposed: 


specific conditions 
(1) Any information so ex- 
changed must be treated as secret and may 
not be disclosed to any persons other than 
those concerned with the assessment and 
collection of taxes subject to the conven- 
tion; and (2) no information may be ex- 
changed which would any trade, 
business, industrial or professional secret or 
any trade process. 


disclose 


Assistance on the part of one country in 
collecting the taxes of another is strictly 
limited to ensuring that any exemption (for 
example, in respect of interest and patent 
royalties) or reduced rate (for example, in 
the case of dividends) of tax granted under 
the convention by the other country will 
not be enjoyed by persons not entitled to 
the benefits. This type of clause was in- 
troduced in Article XVII of the United 
States convention with New Zealand of 
March 16, 1948. 


As a general 
sistance, it 


limitation on 
is stated that in no 


giving as- 
case shall 
the foregoing provisions impose upon either 


country the obligation to carry out ad- 
ministrative measures at variance with its 
regulations and practice or which would be 
contrary to its sovereignty, security or pub- 
lic policy, or to supply particulars which 
are not procurable under its own legislation 
or that of the country making application 


(Article XVI). 


Scope and Duration of Convention 


The convention is specifically made ap- 
plicable to the Land or State of Berlin, as 
well as territory of the Federal Republic, 
which term will be considered to 
“Land Berlin.” 


The convention shall take effect as of 
January 1 of the year in which ratifications 
are exchanged, and will continue effective 
for a period of five years after that date 
and indefinitely thereafter. However, it 
may be terminated by either party at the 
end of the five-year period or at any time 
thereafter, provided that at least six months’ 
prior notice has been given, In such event, 
the convention will cease to be effective 
for the taxable years beginning on or after 
the first day of January next following the 
expiration of the six-month 


include 


period. 


INCOME, ESTATE AND GIFT TAX 
CONVENTIONS WITH JAPAN * 


APAN is the sixteenth country with 
VY which the United States has concluded 
a convention for the avoidance of double 
taxation and the prevention of fiscal eva- 
sion with respect to taxes on income. This 
convention, signed April 16, 1954 (Senate, 
Executive D, Eighty-third Congress, Sec- 
ond Session) follows the general pattern 
of the preceding income tax conventions 
but is of special interest because of provi- 
sions which, in certain cases, integrate the 
structure of the Japanese income tax with 
that of the United States, and, in others, go 
farther than previously in assuring the ap- 
plication by the other contracting party of 
principles of allocation in the United States 
Internal Revenue Code. 


In principle 


and substance, the main. 
articles of the 


treaty are consistent or 
identical with provisions in one or more 
of the income tax conventions of the United 
States, including those with Australia, Bel- 
gium, Canada, Denmark, Finland, France, 





? Prepared by the author as special counsel 
for the Tax Committee of the National Foreign 
Trade Council. 


Germany and Japan 





Greece, Ireland, the Netherlands, New 
Zealand, Norway, Sweden, Switzerland, the 
Union of South Africa and the United 


Kingdom. 


Adaptation of Japanese 
and United States Law 


The Japanese tax law contains a provision 
which reflects the United Kingdom concept 
that a British corporation pays the standard 
rate of income tax on behalf of its share- 
holders and is Authorized to deduct from 
a dividend the standard rate appropriate 
thereto. Recognition of this method of 
passing on the tax to the shareholder is 
found in the convention between the United 
States and the United Kingdom of April 
16, 1945 (Article XIII(1)). 


Under Japanese law, the tax imposed 
on the profits of a corporation out of 
which a dividend is paid is deemed to have 
been imposed on a recipient of the dividend. 
Hence, for the purpose of the United States 
credit for Japanese taxes, a citizen, resident 
or corporation of the United States receiv- 
ing a dividend from a Japanese corporation 
shall be deemed to have paid the tax of 
Japan in an amount equal to 25 per cent 
of such dividend. Such recipient may de- 
duct from United States tax the amount of 
the Japanese tax so deemed to have been 
paid, provided the recipient includes in 
gross income said amount of tax. Japan 
agrees that, except in the case where the 
recipient is a resident or has a permanent 
establishment in Japan, it will impose no 
further tax on such dividend (Article XIV 
(c); Executive D, page 5). 

Another novel provision is one recogniz- 
ing the principle of Japanese law that 
interest paid by an American corporation 
having a branch in Japan to another Ameri- 
can corporation (for example, a bank) with 
respect to a loan employed in the business 
of the branch in Japan would be regarded 
as interest arising from sources in Japan 
and there. This is intended to 
modify the principle in the United States 
Code under which interest paid by the head 


taxable 


office of an American corporation, for ex- 
ample, to a New York bank on a loan, the 
proceeds of which are used by the debtor 
corporation’s branch in Japan, would never- 
theless be regarded as income from sources 
in the United States. However, under the 
convention, in determining the credit under 
Internal Revenue Code Section 131, any 
interest received from an American enter- 
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prise 
Japan 


with a permanent 
will be treated as income from 
sources within Japan to the extent so 
treated under the laws of Japan, if the 
debt with respect to which such interest 
is paid is made in connection with the 
business of such permanent establishment 
(Article XIV(a); Executive D, page 5). 


establishment in 


Principles of Allocation 


Nevertheless, interest paid by an enter- 
prise of one of the contracting countries not 
having a permanent establishment in the 
other contracting country will be treated as 
income from sources within the former 
country (Article XIII(b)). Other principles 
of source in the same article are also based 
on Section 119 of the United States Code 
of 1939. Thus, dividends shall be treated 
as income from sources in the country of 
the corporation which pays them. Income 
from the purchase of personal property in 
one country and its sale in the other will be 
attributed to the country in which sold. 
Income from the manufacture of goods in 
whole or in part in one country and the 
sale thereof in the other shall be attributed 
in part to each country, and if the profit 
cannot be allocated in accordance with the 
independent enterprise test in Article III 
(3), such profits shall be apportioned be- 
tween the two contracting countries in 
accordance with the taxpayer’s relative sales 
and property in the respective countries 
(Article XIII). This provision evidently 
reflects the apportionment formula in Sec- 
tion 39.119(e)-1 of Regulations 118. 


Income from real property (including 
gains from the sale thereof but not including 
interest from mortgages or bonds secured 
thereon) and royalties from the operation 
of mines or other natural resources shall 
be ascribed to the country where such prop- 
erty is situated. Compensation for labor 
or personal services (including the practice 
of liberal professions) is attributed to the 
tountry where the services are rendered. 
Royalties for using, or the right to use, in 
one of the contracting countries, patents, 
copyrights, designs, trade-marks and like 
property are ascribed to such country. 


Interest 


The withholding tax of either country 
is limited to 15 per cent in the case of 
interest on bonds, securities, notes, deben- 


tures or any other form of indebtedness 
(including mortgages or bonds secured by 
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real property) received by a resident or 
corporation of one country not having a 
permanent establishment in the country of 
source (Article VI). 


Royalties on Patents 


Similarly, a limit of 15 per cent is placed 
on the tax withheld at source by either 
country from royalties and other amounts 
received as consideration for the right to 
use copyrights, artistic and scientific works, 
patents, designs, secret processes and formulae, 
trade-marks and other like property (in- 
cluding rentals and like payments in respect 
of motion picture films or for the use of 
industrial, commercial or scientific equip- 
ment) received by a resident or corporation 
of one country not having a permanent 
establishment in the taxing country (Article 


VII). 


Rents and Mining Royalties 


Whereas royalties on patents and the 
like are taxable on the basis of their gross 
amount, a resident or corporation of one 
country may elect to be taxed on a net 
basis in the case of (a) income from real 
property (including gains derived from its 
sale, but not including interest from mort- 
gages or bonds secured by real property) 
or (b) royalties from the operation of mines 
or other natural resources (Article VIIT). 


Permanent Establishments 


The test of liability in respect of indus- 
trial and commercial profits is whether an 
enterprise of one contracting nation 
a permanent establishment in the cther. 
If it has a permanent establishment therein, 
such other nation may impose its tax 
upon the entire net income of the enterprise 
from sources in its territory (Article III(1)). 


The “permanent establishment” 
means an office, factory, workshop, branch, 
warehouse or other fixed place of business, 
but does not include the casual and tempo- 
rary use of mere storage facilities. The 
term includes an agency if the agent has 
exercised and habitually exercises a general 
authority to negotiate and conclude con- 
tracts on behalf of the enterprise or has 
a stock of merchandise from which he 
regularly fills orders on its behalf. However, 
it does not include (a) carrying on business 
dealings in the other 
bona fide commission 


has 


term 


through a 
agent, broker, cus- 
todian or other independent agent acting 


country 


Germany and Japan 


in the ordinary course of his business as 
such; (b) a fixed place of business exclu- 
sively for the purchase for such enterprise 
of goods or merchandise; or (c) a 
sidiary corporation (Article II(c)). 


The basis of liability of a permanent 
establishment is the industrial or commer- 
cial profits which it might be expected to 
derive if it were an independent enterprise 
engaged in the same or similar activities 
under the same or similar conditions and 
dealing on an independent basis with the 
enterprise to which it belongs. However, 
there shall be allowed as deductions in de- 
termining its profits all expenses wherever 
incurred, reasonably allocable to such perma- 
nent establishment, including executive and 
general administrative expenses so allocable 


(Article III(3) and (4)). 


sub- 


The competent authorities of both con- 
tracting nations may, consistent with the 
other provisions of the convention, arrange 
details for the apportionment of industrial 
or commercial profits (Article ITI(5)). 


Subsidiaries 
The 


clause 


convention contains the standard 
to the effect that if an enterprise 
contracting country, because of its 
participation in the management or the 
financial structure of an enterprise of the 
other country, makes with or imposes on 
the latter enterprise, in their commercial or 
financial relations, conditions different from 
those which would be made with an inde- 
pendent enterprise, any profits which would 
normally have been allocable to one of the 
enterprises, but by reason of such condi- 
tions have not been so allocated, may be 
included in the profits of such enterprise 
and taxed accordingly (Article IV). 


of one 


Shipping and Air Transport 


The convention confirms the agreement 
for reciprocal exemption of shipping profits 
effected by the exchange of notes dated 
March 31, 1926, and June 8, 1926, and 
extends the principle to the operation of 
aircraft. The convention provides for the 
exemption by one contracting nation of 
income which an enterprise of the other 
country derives from the operation of ships 
or aircraft registered (1) in the other coun- 
try or (2) in a third country which exempts 
(a) such enterprise and (b) an enterprise 
of the first nation in respect of earnings 


from the operation of ships or aircraft 
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registered in the 
(Article V). 


respective countries 


Business Visitors 


An individual resident in one of the con- 
tracting entitled to exemption 
in the other country of compensation for 
labor or (including the 
practice of liberal professions) performed 
in the under 
one or the requirements: 


nations 1s 


personal services 


other country, if he comes 


other of two 


(1) either he is temporarily present in 
the other country for a period or periods 
total of 180 days during 
the taxable year and his compensation is 
received for 


not exceeding a 


officer or 
ce wr porati ym of 


such services as an 


employer of a resident or 


the former country; 


or 


(2) he is temporarily present for a period 
or periods not exceeding a total of 90 days 
during such taxable year and his compensa- 
tion for such services does not exceed 3,000 
United States dollars or the equivalent sum 
in yen as computed at the official rate of 
exchange in effect at the time such com- 
pensation is paid (Article IX). 


It is to be noted that there is no ceiling 
on the amount received 
during the period if the indi- 
vidual comes into the country as an officer 
or employee of a company of the 
that there is not only a 
3,000 United States dollars but 
also a shorter time limit of 90 days if, for 
example, a Japanese employee of a branch 
in Japan of an American corporation comes 
to the head office in New York for training 
or consultation. 


of compensation 
prescribed 


other 
country, but 
ceiling of 


This discrimination against 
an employee of a branch in Japan, as com- 
pared with an employee of a Japanese sub- 
sidiary company, does not seem reasonable. 
The objection could be raised in 
respect of an American citizen employed 
by a Japanese corporation’s branch in the 
United States as compared with one em- 


same 


ployed by a Japanese corporation’s subsidi- 
ary company in the United States. 


Prevention of Double Taxation 


In cases where business income, divi- 
dends, interest, royalties and other categories 
of income are subject to tax in both countries, 
the convention provides for the application, 
in the case of citizens, residents or corpora- 
tions of the United States, 
foreign Code 131, as in 


effect on the first day of January, 1954, and 
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of the credit for 


taxes in Section 
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for the allowance by Japan, in respect of 
its residents or corporations, of a similar 


credit (Article XIV(a) and (b)). 


The provision for 
against the 


allowing the credit 
United States tax is modified 
by the qualification that any interest re- 
ceived from an enterprise of the United 
States with a permanent establishment in 
Japan shall be treated as income from 
sources within Japan, to the extent so 
treated under the laws of Japan, if the 
debt with respect to which such interest 
is paid is made in connection with the 
business of such permanent establishment 
(Article XIV(a)). Moreover, for the pur- 
poses of the credit under Code Section 131, 
the treaty provides that where a citizen, 
resident or corporation of the United States 
receives a dividend from a Japanese corpo- 
ration, in respect to which the recipient is 
deemed to have paid tax under the laws 
of Japan, the United States shall likewise 
deem that the recipient has paid, with re- 
spect to the dividend, the tax of Japan in 
an amount equal to 25 per cent of the 
amount of the dividend and shall include 
in the credit under Section 131 the Japanese 
tax so deemed to have been paid, provided 
the recipient includes in gross income the 
amount of tax. For its part, Japan 
agrees not to impose any further tax with 
respect to such dividend (Article XIV(c)). 


said 


Administrative Assistance 


The convention provides for the exchange 
by the competent authorities of 
formation available under the respective 
tax laws of the two nations as is necessary 
for carrying out the provisions of the con 
vention or for the prevention of fraud or 
for the administration of statutory provi- 
sions against tax avoidance. Any informa- 
tion so exchanged shall be treated as secret 
and shall not be 
other than 


such in 


disclosed to any person 
those, including a court, con- 
cerned with the assessment and evaluation 
of the tax or the determination of appeals 
in elation thereto. No information 
be exchanged which would 
trade, industrial or professional 
secret or any trade process (Article XVII 


(1)). 


shall 
disclose any 


business, 


In view of the reduced othe 
benefits granted by the convention, it is 
also provided that each of the contracting 
countries may collect the tax unpaid by 
the other nation (as though such tax were 
the tax of the former country) so as to 
ensure that the exemptions, reduced rates 


rates or 
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of tax or any other benefit granted by the 
latter country under the convention will 
not be enjoyed by persons not entitled to 
such benefits (Article X VII(2)). 


Miscellaneous Provisions 


number 
of provisions not related to business, such 
as those concerning the prevention of double 
taxation of compensation paid by the gov 
ernment of either country (Article X), an 
exemption for a period not exceeding two 
years in the case of visiting professors o1 
teachers (Article XI) and an exemption 
for remittances to visiting students (Articl 


XIT). 


The convention also contains a 


There is a special provision for a resident 
of one country who is an employee of an 
enterprise of that country and who tempo 
rarily visits the other country for a period 
not exceeding one year solely to acquire 
professional or business 
another enterprise. 


experience from 
Such an individual is 
to be exempt on compensation from abroad 
paid by the employing enterprise for his 
services, rendered during such 
the compensation does not 


period, 1! 
exceed on an 


annual basis 6,000 United States dollars or 


the equivalent sum in yen computed at the 
official basic rate of exchange in effect at 
the time such compensation is paid (Article 
X1I1(3)). There is also a provision regard 
ing the personal allowances granted by one 
country to citizens of the other (Article 


XVI). 


Procedural and Protective Clauses 


If a taxpayer shows proof that the action 
of the tax authorities of either contracting 
country has resulted, or will result, in 
double taxation contrary to the provisions 
of the convention, he may present the facts 
to the competent authorities of the country 
of which he is a national or 
in the case of the corporation, of the 
was created. If the 
authorities of that 
worthy of consideration, 
undertake to agreement 
with the competent authorities of the other 
contracting country, with a view to equi- 
table avoidance of the double i 
question (Article X VITI). 


The may 
not be construed to restrict in any manner 


country in which it 


competent deem 


they 


nation 
the claim 


may come to an 


taxation in 


provisions of the convention 


any exemption, deduction, credit or other 


allowance, now or hereafter accorded by 


Germany and Japan 


a resident or, 


the laws of one of the contracting countries, 
in determining the tax of such country 
(Article XIX(2)). The competent authori- 
ties may settle by agreement any doubts 
arising as to the interpretation or applica- 
tion of the convention, or may settle by 
negotiation any dispute arising under it. 
They may prescribe the necessary regula- 
tions to interpret and carry out the provi- 
sions of the present convention § and 
communicate with each other directly 


(Article XIX(3) and (4)). 


Effective Date—Duration 
The shall 


on the date of exchange of instruments 
of ratification and shall be applicable to 
income or profits derived during the taxable 
year beginning on or after the first day of 
January of the calendar 
such exchange takes place. 


convention into force 


enter 


year in~ which 
It shall continue in effect for at least five 
years and may be terminated at any time 
thereafter, provided one nation gives no- 
tice to the other on or before the thirtieth 
day of June and the convention shall cease 
to be effective for taxable years beginning 
on or after the first day of January of the 
following calendar year (Article XX). 


Estate, Inheritance and Gift Tax 
Convention 


The convention between the United States 
and Japan for the avoidance of double 
taxation and the prevention of fiscal evasion 
with respect to estates, inheritances and 
gifts, was signed April 16, 1954 (Senate, 
Executive E, Eighty-third Congress, Second 
Session). These three categories of taxes 
combined in agreement in view 
of the close relationship between gift tax 
and estate or inheritance taxes. 
as the articles in the convention relate to 
estates and they have the 
same basic objectives as estate tax conven- 
tions with countries Australia, 
Canada, Finland, France, Greece, Ireland, 
Norway. Switzeriand, the Union of South 
Africa and the United Kingdom. The 
provisions relating to gift taxes are similar 
in effect to provisions in the existing con- 
vention on that subject with Australia. 


were one 


Insofar 
inheritances, 


such as 


With reference to the United States, the 
convention is applicable 
estate and gift taxes. As regards Japan, it 
applies to the inheritance tax including 
the gift The general pattern of the 
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Courts and Administrative Authorities 
Have Found the Cohan Rule a Practical Tool 


in the Determination of Tax Liability 


Estimated Income and Expense in the 


N ASSUMPTION commonly made by’ cases more cited by the courts in tax pro- 
lawmakers, taxpayers and others is that ceedings. The Board of 


Tax Appeals’ had, 
net income is a mathematically exact figure 


in the first instance, refused to allow Cohan 
any deduction for travel and entertainment 
for the reason that the taxpayer was unable 
to supply the precise details of those ex- 
penses. The United States Court of Appeals 
for the Second Circuit? reversed the board 


In the field of estate tax, a similar assump 
tion would apply to the computation of net 
estate. In theory, the remaining step is 
merely to apply mechanically the appro- 
priate tax rate or rates to arrive at the 
precise tax. These basic assumptions are i , , ; ‘ 
. : on this issue, and in so doing enunciated 
not true Net income (and net estate) are ‘ . 
‘ Ae . Ses the rule which has become a part of our 
not always mathematically fixed figures. 


basic tax law. The court of appeals stated 
[There are many areas in the tax law 


where estimate, allocation and judgment are “Absolute 1+) rgpintag ag ouch: matters. is 
required—not because the taxpayer is negli- usually impossible and is not necessary , the 
gent or inaccurate but because the provi Board should make as close an approxima- 
sions of the statute require that the tax tion as it can, bearing heavily if it chooses 
payer, in assessing his tax liability, approxi- upon the taxpayer whose inexactitude is 
mate some figure of income or deduction of his own making. . . . It is not fatal 
Typical. examples are the selection of a that the result will inevitably be speculative.” 


rate of depreciation, the use of fair market The proceeding was remanded to the 


values, allocation of expense between prin- — joard for further action. 


cipal and income in trust returns. There 
are, however, broader areas where the esti- 
mation or approximation is largely of the Scope of Cohan Rule 
taxpayer’s doing because of inadequate rec- 
ords. This article will treat the rules gov 
erning the exercise of such estimate and 
allocation 


The Cohan rule was first stated in a case 
involving the deduction of business ex 
penses under Section 23(a)(1), consisting 
of travel and entertainment expense. Over 
the years, however, its scope has been 
Rule of Cohan v. Commissioner extended far beyond the specific situation 


: ! : adjudicated into broad fields of taxation. 
: It is entirely possible that in time the The rule has Been used to determine 
famous entertainer George M. Cohan will 


be as well known for the tax rule estab (1) the amount of gross income; 


lished in his case as for the enjoyment he (2) valuation of money or money’s worth 
gave his audiences. There are few, if any, for estate tax purposes; * 


1CCH Dec. 3862, 11 BTA 743 (1928). *D. G. McDonald Trust, CCH Dec. 19,418, 
22 ustrc 7 489, 39 F. (2d) 540 (1930). 19 TC 672 (1953): Paul Rosenthal, CCH Dec. 
%John W. Snow, Jvr., CCH Dec. 19,975(M), 18,681, 17 TC 1060 (1951) 

12 TCM 1281 (1953): Glen L. Stocklaufer, CCH 

Dec. 19,911(M), 12 TCM 1099 (1953) 
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(3) abnormal income for excess profits 
purposes; * 

(4) the ratio of capital expenditure versus 
currently deductible expense; ° 

(5) the amount of allowable depreciation ; * 

(6) the amount of allowable medical ex- 
pense; * 

(7) the amount of 
contributions; ® 


(8) the 
ments; *”” 


allowable charitable 


amount of deductible tax 


pay- 


(9) the amount of deductible nonbusiness 
expense; ™ 

(10) the amount of miscellaneous busi- 
ness expense, including sales and promo- 
tion expense; ™ 

(11) allocation between personal and busi- 
ness expense; * 


5’ Ramsey Accessories Manufacturing Corpora- 
tion, CCH Dec. 16,303, 10 TC 482 (1948); Lind- 
stedt-Hoffman Company, CCH Dec. 16,624, 11 
TC 584 (1948): Pantasote Leather Company, 
CCH Dec. 16,926, 12 TC 635 (1949). 

* Davison v. Commissioner, 1932 CCH { 9409, 
60 F. (2d) 50 (CCA-2); Mills Estate, Inc., CCH 
Dec. 18,652, 17 TC 910 (1951): J. G. Stoller, 
CCH Dec. 19,897(M), 12 TCM 1061 (1953); 
Adam, Meldrum & Anderson Company, Inc., 
CCH Dec. 19,536, 19 TC 1130 (1953). 

7 Spencer D, Lorton, CCH Dec. 
12 TCM 613 (1953). 

‘LL. Keever Stringham, CCH Dec. 
TC 580 (1949) 

* Virgil H. Boone, CCH Dec. 16,837(M), 8 TCM 
135 (1949) 

1” Newton A. Burgess, CCH Dec. 15,550, 8 TC 
47 (1947); Emily Marx, CCH Dec. 17,408, 13 TC 
1099 (1949) (sales tax) 

' Hrank Hodous, CCH Dec. 
1301 (1950) (expense deductible 
(a) (2)). 

2 Frieda Hempel, CCH Dec. 15,888(M), 6 TCM 
743. (1947): Donald V. Smith, CCH Dec. 
15,808(M), 6 TCM 548 (1947); Henry J. Jackson, 
CCH Dec. 19,604(M), 12 TCM 437 (1953). 


19,717(M), 


16,916, 12 


27,128, 04 TS 
under Sec. 23 


Estimated Income and Expense 


(12) the fair market value of property; ™ 

(13) the 
loss; ® 

(14) the value of 
under “LIFO”; * 


(15) the basis of property for gain or 
loss; ™ 


amount of allowable casualty 


inventory computed 


(16) allocation between taxable and exempt 
income; ™ 

(17) allocation of income from sources 
within and without the United States; and 

(18) constructive average base period net 
income for excess profits purposes.” 

The foregoing list is by no means all 
inclusive. The use of the Cohan rule of 
approximation has become almost as broad 
as the tax law itself. transcending the orig- 
inal factual basis of the decided case. It has 
even found its way into criminal law (U. S$ 
v. Schenck, 42-1 ustc 9 9363, 126 F. (2d) 
702 (CCA-2)). 


Limitations on Cohan Rule 


The Cohan rule has certain well-defined 
limitations. Many taxpayers—and even their 
representatives—are under the mistaken be- 
lief that simply by putting a figure in a tax 
return, they automatically become entitled, 
by citing the Cohan case, to the allowance 
of a percentage of that figure. This is not 
true. The courts will not indulge in pure 
guesswork.” There are two steps, not one, 
in applying the Cohan rule: 


(1) There must be some substantiation of 
the existence of the item claimed. Before 
the Cohan rule will be applied, it must be 

13 Miller v. Commissioner, 45-2 ustc § 9365, 150 
F. (2d) 823 (CCA-2). Rodgers Dairy, CCH Dec. 
17,453, 14 TC 66 (1950). 

4 Estate of Harold B, Sentor, 
19,450(M), 12 TCM 90 (1953) 
ties). 

% Andrew P. Solt, CCH Dec. 19,287, 19 TC 183 
(1952); Jim McNamee, CCH Dec. 19,922(M), 12 
TCM 1131 (19535); Thomas Miller, CCH Dec. 
19,506, 19 TC 1046 (1953): Clarence E. Stewart, 
CCH Dec. 19,847(M), 12 TCM 921 (1953). 

%Hdgar A. Basse, CCH Dec, 16,264, 
328 (1948) 

17 Andrew P. Solt, cited at footnote 15: 
jamin H. Minchew, CCH Dec, 
TCM 1107 (1953) 

% Robert McCarthy Bullington, 38 BTA 754 
(1938): see, aiso, Wiliam H. Jamison, CCH 
Dec. 15,568, 8 TC 173 (1947) (allocating expense). 

”% Muir v. Commissioner, 50-1 ustc { 9340, 182 
F. (2d) 819 (CA-4). 

2° National Grinding Wheel Company, 
Dec. 15,854, 8 TC 1278 (1947) 

1 Dale R. Fulton, CCH Dec. 17,732, 14 TC 1453 
(1950): Bernard Stouman, CCH Dec. 19,518(M), 
12 TCM 267 (1953) 


CCH Dec. 
(value of securi- 


10 TC 


Ren- 
19,917(M), 12 


CCH 
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shown, for example, that the taxpayer did 
in fact have a business expense as opposed 
to a personal expense 


(2) Having established the existence of 
the item claimed, the courts will endeavor, 
from the evidence available, to fix the amount 
of that item. If the lack of 
Stantiation is of the taxpayer's 
rather than of the statute, the Cohan case 
authorizes the courts to bear heavily against 


sub- 
making, 


precise 


the taxpayer for his own shortcoming 


The mere citation of the Cohan rule is not 
enough in a court proceeding to overcome 
the statutory presumption that the Commis- 
sioner’s determination was correct. The ad- 
justments made in a statutory notice stand 
until the taxpayer has satisfied the two re- 
quirements of the Cohan rule.” 


Who May Invoke Rule 


Taxpayers usually invoke the Cohan rule 
This would include 
sentatives of deceased taxpayers 
where the 


transferees and repre 
However, 
government has the statutory 
burden of proof, it is by no means prevented 
from asserting the rule; however, the cases 
are rare when this would be On the 


taxpayers in 


done. 
whole, the rule acts to assist 
their burden of proof 


Administrative Application of Rule 


The Commissioner's original demand for 
precise and complete substantiation of all 
items on a return, as expressed in the Cohan 
case, has over the years 
more practical attitude. 
nificant indication of 
IR-Mim. 54-92, 
This deals with 


given way to a 

A current and sig- 
this is contained in 
May 25, 1954 
the Cohan rule 
The mimeo- 
graph contains imstructions for revenue agents 
in calling for substantiation of business ex- 


penses under Section 23(a)(1). 


issued on 
aspects of 
without specifically citing it. 


Section 23(a)(1) 
determining net 


allows as deductions in 
income all ordinary and 
necessary business expenses incurred by the 
taxpayer. The Commissioner has found that 
deductions under this section have been im- 
properly claimed by taxpayers in at least 
three ways 


(1) personal-expenses asserted as busi- 
ness deductions; 

(2) fictitious expenses; and 

(3) excessive expenses. 


The mimeograph deals with the first cate- 
gory, leaving the second and third categories 
to be dealt fraudulent practices 
under the established procedures, both civil 
and criminal. 


with as 


In dealing with business 


expenses, the 
mimeograph recognizes that absolute sub- 
Stantiation is not always 


examining officer is 


possible. The 
directed to use his 
judgment in verifying expenses by reliable 
secondary evidence. For example, automo- 
bile costs are by necessity approximated in 
determining travel expense, while the cost 
of rail and plane travel can be precisely 
fixed from the fares charged 

The Cohan rule is implicitly recognized by 
the mimeograph in that examining officers 
are directed not to require the substantiation 
of items of expense by documentary proof 
beyond any reasonable doubt. On _ the 
contrary, judgment is to be exercised. How- 
ever, the mimeograph recognizes and con- 
demns a practice which has grown-up over 
the years—that of claiming blanket deduc- 
tions in the hope of obtaining a percentage 
settlement. The Commissioner states that 
it is contrary to the policy of the Service 
to allow settlements based on a percentage 
or other arbitrarily computed portion of the 
deduction claimed. 

The mimeograph is, in effect, a forceful 
restatement of the principles of the Cohan 
rule in its application at the administrative 
level. Obviously the court’s pronouncement 
was not solely for the guidance of the then 
Board of Tax Appeals, but was designed as 
a guidepost at all levels of tax determination. 


Conclusion 


The courts and the administrative author- 
ities have found the Cohan rule a practical 
toal in the determination of tax liability. It 
should not, however, be construed by over- 
eager taxpayers as authority for claiming 
unwarranted deductions or other tax advan- 
completely 


[The End] 


tages where substantiation is 


lacking. 


“A recent survey of one hundred of the largest manufacturing corporations 
in the United States showed an average of nearly 


$15,000 of risk capital back of each job.'"—-George M. Humphrey. 


2 Rugel v. Commissioner, 42-1 ust« 
F. (2d) 393 (CCA-8) 


9429, 127 
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The New York Interrelated Franchise Tax 
and Limited Contributions Deduction 


By PHILIP GALITZER 
Attorney and CPA, 
New York 


fH. HERE are and accounting 

practitioners and others who estimate 
the New York State franchise tax and lim- 
ited contributions amount for the year-end 
accrual, and they feel that such figures are 
good enough for that 
ascertaining the exact 


many tax 


However, 
amounts of those 
items is not only much more acceptable, but 
it furnishes one with a sense of pride and 
satisfaction in arriving at and proving the 
figures. Then, too, adjustments and adjust 
ing entries to correct errors due to overesti- 
mate or 


purpose, 


underestimate of precise figures, 
are avoided. 

Anticipated difficulties in the computations 
are not warranted; solutions can readily be 
obtained by use of proper simultaneous 
equations and then by proceeding virtually 
mechanically. A _ little review of algebra 
will go a long way towards refreshing the 
memory. Herewith submitted are varia- 
tions which to some degree may be utilized 
as models in solving similar type problems. 

Assume that the records of a corporation 
for the calendar year 1953, reporting on the 
accrual basis, show the following: 


Total income before deductions $75,000 


Deductions: 
Compensation of officers. $35,000 

Federal, state and city de- 
ductible taxes other than 
franchise tax 

New York State franchise 
tax estimated—current 


1,150 


250 
1,000 
All other allowable expenses 32,750 


Contributions or gifts paid 


Total deductions 70,150 


Net income $ 4,850 


New York Franchise Tax 


Here's a Quick Way to 


Determine Net Profit Where an 
Unknown Is Concerned 
The total 


$160,000; the 
limited to 5 


capital is ascertained to be 


charitable contributions 
per cent of the net profits 
before deduction of contributions. The New 
York State franchise tax for the period pre 
ceding the period covered is $600, For the 
purpose of arriving at the basis for the com- 
putation of the franchise tax, the current 


are 


year’s franchise tax is added to income and 
the preceding year’s franchise tax is de- 
ducted from income, 

The New York State corporation fran 
chise tax return, among other things per- 
taining to the calculation of the franchise 
tax, shows that the taxpayer is to pay which 
ever is largest of the following: entire net 
income at 5% per cent; total capital at .001; 
alternative tax; minimum tax—$25. 

With 


instructions are: 


respect the 
“(a) add to the amount of 
entire net income, if any, all salaries and 
compensation paid to the officers and stock 
holders (b) deduct from such total 
(1) $15,000 and (2) any net loss for 
the year upon which the report is based, 
(c) multiply the resulting total . by 30% 
to arrive at the amount subject to the alter 
native tax. 544% of that amount is the alter 
native tax.” 

(1) Required: (a) Determine the amount 
of allowable contributions, (b) 
the amount of franchise tax. 


to the alternative tax 


Ascertain 
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(2) Submit schedules indicating computa- charitable contributions; and (c) franchise 
tion of: (a) final corrected net profit; (b) tax payable. 


SOLUTION 


allowable charitable contributions 
=: New York State franchise tax. 


(1) (a): Determination of amount of allowable contributions: 
C = .05(4,850 + 1,000 + 250 — F) 
305 — .0OSF 
(1) 0OSF+C = 305 
055 [.3 (4,850 + 1,000 + 250 — 600 + 35,000 15,000 — C)] 
=: 055 | + 300 + 75 — 180 + 10,500 4,500 3C] 
- 055 | acl 
420.75 — .0165C 

(2) F + .0165C = 420.75 


(4, 
S 
0 


1,45 
inter 
7,65 


(1) OSF 4 C = 305 
(2) F + .0165C = 420.75 


Eliminate F: C 305 
.000825C 21.0375 


99917 7 5C 283.9625 
C = 284.1969 


(b): Ascertaining the amount of franchise tax: 
(1) C + .05F = 305 
Substitute in C: 284.1969 + .0SF = 305 
O5F = 305 — 284.1969 
O5F 20.803 
F = 416.06 


(2) (a): Revised schedule indicating corrected net profit: 
Total income before deductions $75,000.00 
Deductions: 
Compensation of officers $35,000.00 
Sundry taxes exclusive of franchise tax 1,150.00 
New York State franchise tax 416.06 
Charitable contributions 284.20 
Other allowable expenses 32,750.00 


Total deductions 69,600.26 


Net profit $ 5,399. 74 


: Schedule of computation of charitable contributions: 
jotal income before deductions $75,000.00 
Deductions: 
Compensation of officers $35,000.00 
Sundry taxes exclusive of franchise tax 1,150.00 
New York State franchise tax 416.06 
Other allowable expenses 32,750.00 


Total deductions 69,316.06 


Net profit before computation of charitable contribu- 
tions $ 5,683.94 
Charitable contributions limited to 5% of $5,683.94 $284.20 
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: Schedule of franchise tax payable: 
(1): Entire net income, $5,215.80* (see below) at .055 $286.87 
(2): Capital, $160,000 at .001 160.00 
(3): Alternative tax: 
Net income as recomputed $ 5,399.74 
Add: New York State franchise tax, 
current period 416.06 
$ 5,815.80 
Deduct: New York State franchise 
tax, preceding period 600.00 


5,215.80 
5 


*Entire net income , 
Add: Compensation of officers 35,000.00 


$40,215.80 
] 


000.00 


) 
Less: 5 


25,215.80 
x 30% 
Basis for New York State franchise tax $ 7,5 
416.06 


Highest figure payable is accordingly $416.06 


Variation (1) Required: (a) Determine the amount 
of Preceding Problem of allowable contributions. (b) Ascertain 


the amount of franchise tax. 
Assume the same data as in the preceding 


example except that the compensation oi 
officers amounts to only $10,000 and othe: 


at 


(2) Submit schedules indicating compu- 
tation of: (a) final corrected net profit; (b) 
charitable contributions; and (c) franchise 


allowable deductions are $57,750. tax payable, 


SOLUTION 


allowable charitable contributions 
New York state franchise tax. 


299 


(1) (a): Determination of amount of allowable contributions: 

C = .05(4,850 + 1,000 + 250 — F) 

>= 305 — .05F 
305 
055(4,850 + 1,000 + 250 ; 600) 
.055(5,500 — C) 
302.50 — .055C 
302.50 


(1) O5F + C = 305 
(2) F + .055C <= 302.50 


Eliminate F: 





.O5SF 


O5F + .00275C 


.99725C = 289.875 
C = 290.67435 


(b): Ascertaining the amount of franchise 
(1) OSF + C = 305 
Substitute in C: .05F + 290,67435 = 305 
O5F 305 — 290.67435 
O5F 14.32565 
* == 286.51 
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(2) (a): Revised schedule indicating corrected net profit: 

Total income before deductions 

Deductions: 
Compensation of officers $10,000.00 
Sundry taxes exclusive of franchise tax 1,150.00 
New York State franchise tax 286.51 
Charitable contributions 290.67 
Other allowable expenses 57,750.00 


Total deductions 69,477.18 


Net profit 


Schedule of computation of charitable contributions: 


Total income before deductions 5,000.00 
Deductions 
Compensation of officers $10,000.00 
Sundry taxes exclusive of franchise tax 1,150.00 
New York State franchise tax 286.51 
Other allowable expenses 57,750.00 
Total deductions 69,186.51 
Net profit before computation of charitable 
contributions $ 5,813.49 
Charitable contributions limited to 5% of $5,813.49 $290.67 


Schedule of franchise tan * 
Net income as recomputed $ 5,522.82 
Adu: New York State franchise tax, current period 286.51 


Deduct: New York State franchise tax, 

preceding period 600.00 
Entire net income—basis for computation 

of New York State franchise tax $ 5,209.33 
Multiply by rate of tax 055 


New York State franchise tax 


The tax on the capital would be: $160,000 
@ .0O1 $160 
There is no need for computing the al- 
ternative tax inasmuch as it is evident that 
the allowable deduction of $15,000 exceeds 
the “compensation of officers” amount of 
$10,000. 


Highest figure payable is accordingly $286.51 


Apropos of solving the interrelated forth in the variation problem, as a special 
franchise tax and limited contributions, aid, it would be simpler in lieu of the alge 
solely under similar circumstances as set braic computations to do the following 


For ascertaining the limited contributions amount: 
(1) Begin with the given taxable income and exclude 
the given franchise tax and the given contributions 
deductions, and multiply by .047 380856 
(2) Add: the preceding year’s amount of franchise tax 
and multiply by 0027518759 


Carrying out the above in the variation problem, 
there is obtained 
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Given taxable income 


Add: given franchise tax amount 
given contributions amount 


(2) Preceding year’s franchise tax 


Corrected limited 


For ascertaining the franchise tax: 


(1) Begin with the given 


contributions 


taxable 
the given iranchise tax and the given 
deductions, and multiply by 


$4,850 

250 

1,000 
$6,100 

.047 380856 
$ 600 
.0027518759 


$289.02322 


1.65113 


$290.67 
income and exclude 


contributions 
.052394294 


(2) Deduct: the preceding year’s amount of franchise tax 


and multiply by 


Carrying out the above in 


there is obtained: 

Given taxable income 

Add: given franchise tax 
given contributions 


Preceding year’s franchise 


Corrected franchise tax 


the variation 


0551592745 


problem, 


$4,850 


amount 250 
amount 


1,000 
$6,100 
052394294 $319.60519 
$600 
0551592745 - 33.09557 


SUMMARY OF 1953 GOVERNMENT FINANCES 


Federal, state and local government 
expenditure rose 9 per cent to $110.6 


billion in the fiscal year 1953. The 
largest component in the $9.2 billion 
increase was the increase of national 
defense expenditure to a 
$50.5 billion, as compared 
$44 billion spent in 1952. 
Other public spending rose from $57.5 
billion in 1952 to $60.1 billion in 1953. 
State and local government expendi- 
ture accounted for than half 
($33 billion) of nondefense spending. 
The United States Government’s di- 
rect expenditure for purposes other 
than national defense was $27.2 billion 
in 1953. In per capita terms, total 
1953 expenditure of all governments 
was $699. 


postwar 
peak of 
with the 


more 


National defense accounted 
for $319 per capita and al] other pub- 
lic functions for $380 per capita. 

The second largest function of gov- 
ernment in 1953, education, accounted 
for only one fifth of the amount spent 
for national defense. Education ex- 
penditure, by all levels of govern- 
ment, was $10.1 billion in 1953, or $64 


New York Franchise Tax 


per capita. The 1953 total was 5 per 
cent more than the amount spent the 
preceding year. As in 1952, interest 
on general governmental debt ranked 
next to education in amount of ex 
penditure, requiring $7.1 billion or 
$45 per capita in 1953. This was 11 
per cent higher than the 1952 level. 
Approximately $5.1 billion was spent 
by governments for the nation’s high 
ways in 1953. Highway expenditure, 
up 7 per cent from the 1952 level, to- 
taled $32 per capita. The other func 
tions of government ranked consider 
ably below the foregoing in volume 
of expenditure in 1953. Expenditure 
took place for all major 
functions with the exception of inter 


increases 


national assistance and foreign affairs, 
sanitation and housing 
community redevelopment activities 
The two latter functions underwent 
expenditure decreases because of re- 
ductions in construction program. 
Governmental 
totaled 
fiscal year 1953. 


services, and 


from all 
billion in the 


revenue 
$105.5 


sources 
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Interstate Businesses of All Types 


Have Won a Signal Victory in the Roy Stone 


Decision, the Author Concludes 





N interesting controversy has for several 
CY’ years raged in various issues of TAXES 
since there first appeared an article therein 
entitled “The Impact of the Spector Deci- 
sion.” ?* It is timely that aspects of the dis- 
pute be reviewed 

It is the position of this author that inter- 
state commerce usually may not be taxed. 
In well-defined and limited manners, if there 
is present definite local business, if there is 
an ad valorem tax imposed against property 
which has come to rest in 
highway 


a state or if a 
involved, then only 
there may be an incident of taxation though 
interstate commerce is affected in a degree. 
It is submitted, however, that income, as 
such, of a corporation engaged exclusively 
in interstate commerce in a particular state 
may not be taxed, under any circumstances. 


use tax is 


Taxing power is inherent in sovereign 
However, the states of the United 
States have divided their taxing power be- 
tween the federal government and them- 
selves. They delegated to the United States 
the exclusive power to tax interstate com- 
merce when they gave Congress the power 
to “regulate Commerce with foreign Na- 
tions, and among the several States.”’ (United 
States Constitution, Article I, Section 8.) 
Accordingly, there is a long-established and 
consistently adhered-to principle that a state 
cannot tax interstate commerce, lay a tax 
upon the business which constitutes such 
commerce or impose a tax for the privilege 
of engaging in it. 


States 


How Can the States Tax Interstate §C 


Chief Justice Marshall enunciated this rule 
in Brown v. Maryland, 12 Wheat. 419 (1827), 
after noting the “degraded state 
of commerce previous to the adoption of the 
constitution” and the consequent need that 
it be regulated solely by Congress, he con- 
cluded that a state can no more tax interstate 
commerce than it can tax the operations of a 
federal instrumentality. 


In Robbins v. Shelby County Taxing Dis- 
trict, 120 U. S. 489 (1887), the opinion states: 


wherein, 


“Interstate commerce cannot be taxed at all, 
even though the same amount of tax should 
be laid on domestic commerce. The state may 
tax its internal commerce; but that 
does not give it any right to tax interstate 
commerce.” (Italics supplied.) 


own 


The governing principle was well stated 
in Leloup v. Port of Mobile, 127 U. S. 640 
(1888), as follows: 

“No state has the right to lay a tax on 
interstate commerce in any form, whether 
by way of duties laid on the transportation 
of the subjects of that commerce, or on the 
receipts derived from that transportation, 
or on the occupation or business of carrying 
it on, and the reason is that such taxation 
is a burden on that commerce, and amounts 
to a regulation of it, which belongs solely 
to Congress.” 

This rule was applied to a Pennsylvania 
statute which imposed a franchise tax on 
foreign corporations, consisting of an annual 


tax of one fourth of a mill on the author- 





‘See Edward Roesken, ‘‘The Impact of the 
Spector Decision,’’ TAxes, July, 1951. Succeed- 
ing articles and participants in this controversy 
are noted below 

‘Interstate Commerce and a State’s Right to 
Revenue," by Fred L. Cox, TAxes, January, 
1952; 
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‘Interstate Commerce and a State’s Right to 


Revenue: A Rejoinder,’’ by Reuben Clark, Jr., 
TAXEs, April, 1952; and 

“The State’s Power and Constitutional Limi- 
tations to Tax: A Supplement,”’ by Fred L. 
Cox, TAXES, November, 1952 
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te § Commerce ? 


By FRANK A. SINON 


Pennsylvania Attorney 


Norfolk and Western 
Pennsylvania, 136 U. S. 
There the statute 


ized capital stock, in 
Railroad Company v 
114 (1890). 
dated as against 
did “not 


invali- 
a railroad corporation which 
seek to exercise in 
Pennsylvania any privilege or franchise not 


Was 
exercise, OT 


immediately connected with interstate com 
erce and required for the purposes thereof.” 


Other cases stating and applying this rule 
are Lyng v. Michigan, 135 U. S. 161 ((1890); 
Stockard v. Morgan, 185 U. S. 27 (1901); 
Cheney Brothers Company v. Massachusetts, 
1 stc { 135, 246 U. S. 147 (1918); and Ozark 
Pipe Line Corporation v. Monier, 1 stc ¥ 136, 
266 U.S. 555 (1925). 

Of particular interest 
Cement Company v. Massachusetts, 1 stc § 248, 
268 U. S. 203 (1925). 
statute imposed 


is Alpha Portland 


There a Massachusetts 
an annual tax on foreign 
corporations, consisting of $5 per thousand 
upon the value of its capital stock, as appor- 
tioned to the state, and a tax of 2% per cent 
on that part of its income derived from its 
business carried on within the state. The 
statute contained an apportionment formula 
for arriving at taxable income where the 
corporation did business both within and 
without the state. This formula gave one- 
third weight each to tangible property within 
the state as against all tangible property, 
wages and compensation assignable to the 
state as against all such expenditures, and 
gross receipts 


assignable to the state as 


against all gross receipts. 

It was held that this statute was repug- 
nant to the Commerce Clause, as applied 
to a corporation engaged exclusively in inter- 
state commerce. The Court held that the 
Cheney Brothers case was controlling and 
observed that: 


Interstate Commerce 


“Here also the demanded on 
account of interstate business. A new method 
for measuring the tax had been prescribed, 
but that cannot save the exaction. Any such 
burdens interstate and 1s 
therefore invalid, without regard to measure 
or amount.” (Italics supplied.) 


excise Was 


EXCISE commerce 


Since that decision numerous cases have 
reiterated and followed this basic principle, 
for example, Helson v. Kentucky, 279 U. S. 
245 (1929); Minnesota v. Blasius, 1 stc J 434, 
290 U. S. 1 (1933); Cooney v. Mountain 
States Telephone & Telegraph Company, 1 src 
7 503, 294 U. S. 384 (1935); and Freeman v 
Hewit, 2 stc J 200-019, 329 U. S. 249 (1946). 


These Brown v. Maryland 
through Hewit, recognized a 
distinction between the regulation of inter- 
state commerce under the police power and 
the taxation of that commerce. As to the 
former, there is an area of concurrent powers 


from 
Freeman 7 


cases, 


of Congress and the states to regulate; but 
where taxation is involved the power is ex- 
clusively in Congress. There are sound rea- 


sons for this distinction. 


In the first place, where a state regulates 
commerce under the police power to protect 
health and safety, limitations on the extent 
of such regulations are imposed by the Due 
Process Clause. On the other hand, once 
it is conceded that a tax may be levied on 
commerce, there is no limit to the amount 
of that tax—the power to tax is the power 
to destroy. 


In the second place, it is absolutely essen 
tial that a state be able to regulate com- 
merce through the exercise of its police 
power. Otherwise its efforts to protect the 
health and safety of its inhabitants would 
be aborted. On the other hand, there is no 
such compelling need to levy taxes on inter- 
state commerce. The need for revenue does 
not demand or justify collecting it from 
interstate business, for it can be raised else- 
where. This has been well stated in Free- 
man v. Hewit, as follows: 


“State taxation falling on interstate com 
merce, on the other hand, can only be justi 
fied as designed to make such commerce 
bear a fair share of the cost of the local 
government whose protection it enjoys. But 
revenue serves as well no matter what its 
source. To deny to a State a particular 
source of income because it taxes the very 
process of interstate commerce does not im- 
pose a crippling limitation on a State’s 
ability to carry on its local function. More- 
over, the burden on interstate commerce 
involved in a direct tax upon it is inherently 
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The author is a partner in the law firm 
of Rhoads, Sinon & Reader, Harrisburg, 
He is a former 
Deputy Attorney General of the 
Commonwealth of Pennsylvania in 
charge of corporate tax litigation. 


Pennsylvania. 


greater, certainly less uncertain in its conse- 
quences, than results from the usual police 
regulations. The power to tax is a dominant 
power over commerce ‘ns 


No case has ever departed from the basic 
principle that interstate commerce cannot 
be taxed by the states; and it was reaffirmed 
in full vigor in Spector Motor Service, Inc. 
v. O’Connor, 2 sic § 200-044, 340 U. S. 602 
(1951), where the court invalidated an in- 
come tax upon business transacted within 
the state levied against an interstate carrier. 
That case recognized that a state may 
impose an appropriate tax on interstate car- 
riers aS compensation for the the 
highways; that where a taxpayer is engaged 
both in intrastate and interstate commerce, 
a state may tax the privilege of carrying on 
the intrastate business; and that a state may 
impose an ad valorem property tax on prop- 
erty situated in the state, although employed 
in interstate activities; but it concluded that 
this income tax fell in none of these categories. 


use of 


Having thus found that this tax was not 
levied for any such permissible purpose, the 
Court struck it and 
principle of the cases above. 


down reaffirmed the 
The opinion 


employed the following language: 


“The answer in the instant case has been 
made clear by the courts of Connecticut. 
It is not a matter of labels. The incidence of 
the tax provides the answer. [Italics 
supplied. ] 

“This Court heretofore has struck down, 
under the Commerce Clause, state taxes 
upon the privilege of carrying on a business 
that was exclusively interstate in character. 
The constitutional infirmity of such a tax 
persists no matter how fairly it is appor- 
tioned to business done within the state (7) 

“In this field there is not only reason but 
long-established precedent for keeping the fed 
eral privilege of carrying on exclusively inter 
state commerce free from state taxation. To 
do so gives lateral support to one of the 


cornerstones of 
M’Culloch v 
plied.) 


law— 
(Italics sup- 


our constitutional 
Maryland, supra.” 


In the next term of Court, the Supreme 
Court followed the Spector case and again 
held that a state may not tax interstate 
commerce itself, in Memphis Steam Laundry 
Cleaner, Inc. v. Stone, 2 stc § 200-048, 342 
U. S. 389 (1952). There a Mississippi stat- 
ute required every person desiring to engage 
in any business to procure a license and, 
among other things, imposed a tax of $50 
on each person soliciting business for a 
laundry not licensed in the state. The appel- 
lant operated a laundry in Tennessee and 
sent its trucks into Mississippi where its 
drivers picked up, delivered, and collected 
for laundry and cleaning. Appellant chal- 
lenged the validity of the tax under the 
Commerce Clause, as applied to its activities. 


The United States Supreme Court upheld 
the appellant’s contention, the opinion stating : 


“In the long line of ‘drummer’ cases .. . 

this Court has held that a tax imposed upon the 
solicitation of interstate business ts a tax upon 
interstate commerce itself. Whether or 
not solicitation of interstate business may be 
regarded as a local incident of interstate com- 
merce, the Court has not permitted state taxa- 
tion to carve out this incident from the integral 
economic process of interstate commerce. 
As the Court noted last term in a case tnvolv- 
ing door-to-door solicitation of interstate busi- 
ness, ‘Interstate commerce itself knocks on the 
local deor,”” (Italics supplied.) 


PERMISSIBLE TAXES UPON THOSE 
ENGAGED IN INTERSTATE COMMERCE 


Tax on Local Business 


is engaged in intrastate 
business in a state, that state may impose a 
tax as payment for the grant of the privilege 
to do so. Where a corporation is engaged 
in both intrastate and interstate commerce, 
the state may tax the former privilege and, 
within reasonable limits, may compute the 
amount of the charge by applying the tax 
rate to a fair proportion of the business 
done within the state, including interstate 
business. (Spector case; United States Glue 
Company v. Town of Oak Creek, 1 stc § 245, 
247 U. S. 321 (1919); Underwood Typewriter 
Company v. Chamberlain, 1 stc § 255, 254 
U. S. 113 (1920); Atlantic Coast Line Rail- 


If a corporation 





2 Here the opinion cited, and thus reaffirmed 
the principle of, Alpha Portland Cement, Ozark 
Pipe Line and Freeman v. Hewit, and also 
repudiated the dictum in Memphis Natural Gas 
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which the 
showing a 
ciples 


court of 
trend 


appeals had embraced as 
away from established prin- 
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The farthest that the Supreme Court 
has gone in finding a distinct local 
activity subject to taxation by the 
state was in Memphis Natural 

Gas Company v. Stone, 335 U. S. 80. 


road Company v. Doughton, 1 sic § 281, 262 
U.S. 413 (1923); International Shoe Company 
v. Shartel, 1 stc § 177, 279 U. S. 429 (1928); 
and Pennsylvania v. Quaker Oats Company, 
350 Pa. 253, 38 Atl. (2d) 325 (1944).) 


The limitations upon the exaction of such 
a tax are explained in Sprout v. City of 
South Bend, 277 U. S. 163 (1927), and in 
Cooney v. Mountain States Telephone & Tele- 
graph Company, saying: 


“There is no question that the state may 
require payment of an occupation tax from 
one engaged in both intrastate and inter- 
state commerce. But a state cannot tax 
interstate commerce; it cannot lay a tax 
upon the business which constitutes such 
commerce or the privilege of engaging in it. 
And the fact that a portion of the business is 
intrastate and therefore taxable does not justify 
a tax either upon the interstate business or 
upon the whole business without 
tion.” (Italics supplied.) 


discrimina- 


See, also, Gwin, White & Prince, Inc. v 
Henneford, 1 stc § 531, 305 U. S. 434 (1939), 
where the Court invalidated a gross receipts 
tax imposed upon a marketing agency on 
the ground that, although it was engaged in 
business within the state, it did a substantial 
part of its interstate commerce business out- 
side the state and the tax, though nominally 
imposed upon the local activities, by its 
method of measurement reached the entire 
interstate commerce service and burdened it? 


Compare City of Chicago v. Willett Com- 
pany, 3 stc J 200-102, 344 U. S. 574, 73 S. Ct. 
460 (1953), distinguishing the Sprout case 
because “the taxpayer here makes no show- 
ing that the tax, though directed at intra- 
state business only, in fact burdens interstate 
commerce.” (Italics supplied.) 


A good case illustrating the application of 
this principle is Cheney Brothers Company v 
Massachusetts, where the Court upheld a 
capital stock tax imposed upon all corpo- 
rations doing business in Massachusetts as 
to six corporations that were engaged in 
intrastate as well as interstate business, but 

The observation in that opinion, by way of 
dictum, that such a tax might be imposed on 


interstate commerce, if properly apportioned 
to that done within the state—based upon the 


Interstate Commerce 


invalidated it as to a seventh corporation 
engaged solely in interstate commerce be- 
cause “the tax on this company was essen- 
tially a tax on doing an interstate business 
and therefore repugnant to the Commerce 
Clause.” 

The same principle applies where a tax- 
payer’s business activity is local in nature, 
substantial in amount, and separate and dis- 
tinct from the transportation or intercourse 
which is interstate commerce. 


In Postal Telegraph-Cable Company v. City 
of Richmond, 249 U.S. 252 (1918), the opin- 
ion pointed out that: 


“A state may lawfully impose a license 
tax, restricted to the right to do local 
business within its borders where the 
local business is so substantial in amount 
that it does not clearly appear that the tax ts 
a disguised attempt to tax interstate commerce.” 
(Italics supplied.) 


An example of such a tax is found in 
Western Live Stock v. Bureau of Revenue, 1 
stc ¥ 528, 303 U. S. 250 (1938), which upheld 
a tax on gross receipts from the sale of ad- 
vertising space, as to a company publishing 
a trade journal in the state, although some 
space was sold to advertisers outside the 
state and the newspaper was circulated both 
within and without the state. 
observed: 

“Nor is 


occupation 


The opinion 


local business or 
separate and distinct 
from the transportation and intercourse which 
is interstate commerce forbidden merely 
because in the ordinary course such trans- 
portation or intercourse is induced or occa- 
° 4 ” 

sioned by the business. 


taxation of a 
which is 


Under this principle a state may impose 
a tax upon local sales or use of property 
(Eastern Air Transport, Inc. v. South Caro- 
lina Tax Commission, 1 stc ¥ 201, 285 U. S. 
147 (1932); Keystone Metal Company v. Pitts 
burgh, 374 Pa. 323 (1953)); and where such 
an exaction is imposed upon the ultimate 
consumer, the state can make the distributor 
the tax collector, although he is engaged 
in interstate commerce (General Trading Com 
peny v. State Tax Commission, 1 stc § 564, 
322 U S. 335 (1944); McGoldrix k UV Berwind 
White Coal Mining Company, 1 stc % 532, 309 
U.S. 33 (1940)). 


This rule is particularly well illustrated by 
the recent case of Norton Company v. De- 
partment of Revenue of State of Illinois, 2 stc 


so-called ‘‘multiple taxation’’ theory—was repu- 
diated in later cases, such as Freeman v. Hewit 
and Spector. 
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{| 200-043, 340 U. S. 534 (1951). There Illi- 
nois imposed an occupation tax on the 
business of selling at retail in the state, 
based upon gross receipts and exempting 
business in interstate commerce. This was 
upheld as to a company which maintained 
a retail sale outlet in the state, although 
some sales through that outlet were in inter- 
state commerce. The opinion explains: 


“Although the concern does not, by engaging 
in busine within the State, lose its right to 
do mterstate business with tax immunity 
it cannot channel business through a local 
|retail| outlet to gain the advantage of a local 
busmess and also hold the immunities of an 


interstate busines (Italics supplied.) 


he farthest that the Supreme Court has 
gone in finding a distinct local activity subject 
to taxation by the state was in Memphis Nat 
ural Gas Company v. Stone, 2 stc § 200-030, 
335 U. S. 80 (1948). The appellant in that 
case owned and operated a gas transmission 
pipe line, 135 miles of which lay within 
Mississippi. There were two compressing 
stations within that state and the appellant 
had one customer within the state to which 
it sold gas wholesale from several delivery 
points. Mississippi imposed a franchise tax 
upon all corporations, domestic or foreign, 
“doing business” within the state, based upon 
a portion of the value of capital used, in- 
vested or employed within the state 


The Mississippi Supreme Court held that 
no attempt was made to tax interstate com 
merce, but that the levy was exacted for 
activities carried on in the state—“here the 
local activities in maintaining, keeping in 
repair, and otherwise in manning the fa 
cilities of the system throughout the 135 
miles of its line in this State.” The United 
States Supreme Court sustained this tax, as 
thus construed, and the majority opinion 


contains the following language: 


“These local incidents were the basis for 
the franchise or excise tax now in controversy 
No reason is perceived why Mississippi 
cannot exact this different tax for the same 
protection. J/t ts as though the ad valorem 
rate had been increased.” 


“The cases just cited show that, 
from the viewpoint of the Commerce Clause, 
where the corporations carry ona local activity 
sufficiently separate from the interstate com 
merce state taxes may be validly laid... .” 


“Petitioner operated local compressor sta- 
tions. We have heretofore held that the 
generation of electric energy for the opera- 
tion of such stations was subject to state 
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taxation without violation of the Commerce 
Clause.” (Italics supplied.) 


The opinion then proceeded to distinguish 
prior cases where a tax was held to be in- 
valid as against a corporation doing only 
an interstate business and not being engaged 
in local activities. These cases were Ozark 
Pipe Line Corporation v. Monier, cited above, 
and State Tax Commission v. Interstate 
Natural Gas Company, 284 U. S. 41 (1931) 
(where it was held that the entire business 
was interstate “despite a claimed local ac- 
tivity by the reduction of pressure to deliver 
gas to the Mississippi distributor”). 


It is interesting to note that four Justices 

including Justice Burton, who delivered 
the opinion in the Spector case, and Justice 
Frankfurter, who joined in that opinion 
felt this case went too far and dissented 
from the decision 


In a recent application of this principle, 
in Michigan-Wisconsin Pipe Line Company 
v. Calvert, 347 U.S. 157, 74S. Ct. 396 (1954), 
the Court held that the taking of gas from 
a plant in the state for immediate interstate 
transmission could not realistically be sepa- 
rated from the flow of commerce, so as to 
constitute a taxable local activity. And 
even later, in Railway Express Agency, In 
v. Virginia, 3 stc { 200-112, decided by the 
United States Supreme Court on April 5, 
1954, that Court reiterated the inability of a 
state to tax directly exclusively interstate 
commerce 


Ad Valorem Property Tax 


Where property has come to rest in the 
state and acquired a situs there, the state 
may impose a nondiscriminatory ad valorem 
tax upon such property to compensate it for 
the protection which it gives to such prop 
erty; and this is true even though the prop 
erty may be owned by a corporation engaged 
in interstate commerce (Minnesota v. Blasius ; 
Nashville, Chattanooga & St. Louis Railway 
v. Wallace, 288 U. S. 249 (1933) (a tax on 
the storage of gasoline in the state is valid, 
even though the railroad might use some 
of this in the operation of trains in inter- 
state commerce); Old Dominion Steamship 
Company v. Virginia, 198 U. S. 209 (1904) 
(tax on vessels employed wholly within the 
limits of the state); and Virginia v. Imperial 
Coal Sales Company, Inc., 1 stc § 450, 293 
U. S. 15 (1934)). In the last case it was 
said that: 

“Property having its situs in the taxing 
State is not exempt from a nondiscrimina- 
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tory property tax merely because the prop- 
erty is used in 


interstate commerce.’ 


Under this rule, property regularly kept in 
the state may be treated as having its per- 
manent situs there, although it occasionally 
moves out of the state in interstate opera- 
tions, under the “homeport” theory, See 
City of Chicago v. Willett Company; and an 
average portion of such property perma- 
nently within the state may be taxed (Ott 
v. Mississippi Valley Barge Line Company, 
2 stc ¥ 200-031, 336 U. S. 169 (1949); Pull- 
man’s Palace Car Company v. Pennsylvania, 
141 U. S, 18 (1891)). The state also may 
impose a tax in lieu of such ad 
taxes, provided such general tax imposes 
an exaction which is a fair equivalent of the 
sum total of all ad valorem taxes that might 
be charged (Cudahy Packing Company v 
Minnesota, 246 U. S. 450 (1917); Bass, Rat 
cliff & Gretton v. State Tax Commission, 266 
U. S. 271 (1924)). 


valorem 


Highway Use Tax 


Where the state furnishes, maintains and 
polices highways, it may tax carriers which 
use the highways in their business to com- 
pensate it for these expenses, even though 
such a carrier is engaged in interstate com- 
merce (Kane v. New Jersey, 242 U. S. 160 
(1916) ; Interstate Busses Corporation v. Blod- 
gett, 276 U. S. 245 (1927)), provided the tax 
is not excessive for such purpose (/ngles v. 
Morf, 300 U. S. 290 (1937); cf. Central 
Greyhound Lines, Inc., of New York v. Mealey, 
2 stc § 200-029, 334 U. S. 653 (1948)), and 
that it is, in fact, imposed for that purpose 
and not as a revenue measure (Sprout v. City 
of South Bend; Interstate Transit, Inc. v. 
Lindsey, 283 U. S. 183 (1931) ; and McCarroll 
v. Dixie Greyhound Lines, Inc., 1 stc ¥ 204, 
309 U. S. 176 (1940)). 


In these three respects, and in these alone, 
taxes may be imposed upon those engaged 
in interstate commerce. 


The foregoing conclusions, of course, are 
contrary to some of the theories expressed 
in the Cox articles cited at footnote 1, and 
vindicate and support the Mr. 
Clark as expressed in his article in TAXEs, 
also cited at footnote 1. Likewise, the views 
of the instant author are flatly contrary to a 
statement contained in Taxes for July, 1951, 
at page 544, which reads, in part, as follows: 


views of 


“Tt is settled by decisions of the United 
States Supreme Court that a net 


4The constitutionality of the statute as ap- 
plied to interstate business was audaciously 


tax on 


Interstate Commerce 


trom interstate commerce, as dis- 
tinguished from a tax on the privilege of 
engaging in interstate commerce, does not 
conflict with the commerce clause, A state 
may tax net income from operations in 
interstate commerce although a tax on the 
commerce is forbidden.’ 


income 


ROY STONE CASE 


recently the Supreme Court of 
Pennsylvania, the court of last resort in that 
commonwealth, has given its definitive an 
swer as to whether a state may impose a 
tax on income against a corporation en 
gaged exclusively in interstate commerce. 


Very 


The case involved is Roy Stone Transfer 
Corporation v. Messner, 3 stc § 250-255, 103 
Atl. (2d) 700, decided March 26, 1954, 
whereby the lower court was reversed. This 
case brought into question the constitution- 
ality of the Pennsylvania Corporation In- 
come Tax Law, the Act of August 24, 1951, 
P. L. 1763, 72 P. S. 3420n-1.* Section 3 of 
that act provides, in part, as follows: 


“Every corporation carrying on activities 
in this Commonwealth or owning property 
in this Commonwealth by or in the name of 
itself or any person, partnership, joint-stock 
association or corporation shall be subject 
to and shall pay a State property tax on net 
income derived from sources within this 
Commonwealth at the rate of five per centum 
per annum upon each dollar of such net in- 
come received by accruing to such corpora- 
te 


Section 2 of that act defines sources 
within this commonwealth as including “tangi- 
ble or intangible property located or having a 
situs in this Commonwealth, and any activities 
carried on in this Commonwealth, regardless 
of whether carried on in intrastate, interstate 


or foreign commerce.” 


Squarely, therefore, the statute attempts 
to impose a tax against a corporation doing 
business in Pennsylvania exclusively in in- 
terstate commerce and the case cited per 
tains to a corporation engaged in interstate 
trucking. Therefore, the highest court of 
Pennsylvania had before it, without any com 
plications, the question of whether the Penn- 
sylvania Legislature could validly impose a 
tax against interstate business only, the tax 
being ascertained by use of net income. 

The Attorney General of the Common- 
wealth of Pennsylvania maintained that be 
cause the tax was labeled a property tax, 


assumed by an author in 56 Dickinson Law 
Review 107 
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such made it lawful even though imposed 
against engaged in interstate com- 
merce. The high court’s answer to this was 
that the “realities that the 
court look at the incidence and not 
its label, and inferentially the court 
indicates that the result would be the same 


those 
: 99 , 
control” and 
would 
up mn 


Paren- 
» pec tor 


even though it were an excise tax. 
thetically, the decision in the 
would certainly make this so 


case 


Next, the attorney general contended that 
the tax must be upheld in view of West 
Publishing Company v. McColgan, 166 Pac. 
(2d) 861 (1946), aff'd per curiam 328 U.S 
823 (1946), concerning which so much has 
been written Justic e Bell, speaking for the 
Court of Pennsylvania, disposed 
of this argument as follows 


Supreme 


“It would be a Herculean, if not impos- 
sible task, to and harmonize the 
myriad the Supreme Court of 
the United States on the subject of inter- 
state commerce and exactly what incidents 
thereof may be constitutionally taxed by the 
States. 


review 


decist ms of 


The dissenting opinions in many of 
make that the task of 
reconciling all the decisions is more difficult 
than was the task of Theseus as he threaded 
his way through the famous Cretan Laby 
search of the Minotaur. Suffice it 
that in our judgmént (1) the 
cases mainly relied upon by the Common- 
wealth, namely, West Publishing Company v 
McColgan, 328 U. S., supra, and Memphis 
Natural Gas Co. v. Stone, 335 U. S., supra, are 
clearly distinguishable since the tax there im- 


those cases cleat 


rinth in 
to say 


two 


posed (on a foreign corporation) was sus- 
tained because (a) of the tangible property 
located in the State, and (b) of the mapy 
local activities and services carried on therein; 
and (2) this case is controlled by Michigan- 
Wisconsin Pipe Line Co, v. Calvert, i: 

(October Term, 1953, filed February 8, 
1954), and Joseph v. Carter & Weekes Steve- 
doring Co., 330 U. S, 422.” 


Finally, the attorney general asserted that 
sufficient local business was being done by 
the taxpayer so that the tax statute was 
applicable. Bear in mind that factually there 
was involved an interstate motor carrier 
engaged in no local hauling. The answer of 
the Pennsylvania Supreme Court is sum- 
marized pithily, in this language 


“If, as the Commonwealth contends, this 
Act does not tax interstate commerce, can 
there be, in this particular field, any such 
thing as interstate commerce which is free 
from State taxation?” 


The opinion of the court takes cognizance 
of the case of Spector Motor Service, Inc. v 
O’Connor, of course, and the Pennsylvania 
court’s attention was invited to a part of one 
of the Spector case opinions, heretofore seem 
ingly overlooked, namely, that by Judge 
Clark of the United States Court of Appeals, 
who was in favor of upholding the Connect- 
icut tax in the Spector case (181 F. (2d) 
150 (1950)): 


“The tax would certainly be the same under 
various other labels, such as a net income tax, 
a corporation business tax, or what not.” 
(italics supplied.) 


The Pennsylvania Supreme Court, in the 
Roy Stone case, placed reliance on the late 
case of Michigan-Wisconsin Pipe Line Com- 
pany Vv 
many of the major premises of this article. 


Calvert, and this case also supports 


It is concluded, therefore, that interstate 
businesses of all types have won a signal 
victory in the Pennsylvania Supreme Court 
Some of the latest words, if not the last 
words, have been uttered by that court as 
to the general nontaxability of 
business, regardless of the guise of the tax. 

attributed to the 
has been 


interstate 


Moreover, the 
West 
dissipated as it must be considered limited 


to its particular facts [The End} 


efficacy 


Publishing case, thoroughly 


TAX CONVENTIONS WITH GERMANY AND JAPAN— 


Continued from page 905 


convention consists 1n, first, permitting each 
contracting country to determine in accord 
with its laws whether a decedent or 
donor was domiciled in its territory or was 


ance 


a national; second, defining the situs of 
property 
by death or by gift; and, third, providing 


various categories of transferred 
for a credit of the tax paid in situs against 
the tax payable at the country of domicile 
or of nationality of the decedent or donor 
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(Articles II, III and V) is also a 
provision regarding the extent of the exemp- 
tion allowed in the case of a nondomiciled 
person (Article IV). 


The provisions for administrative assist- 


There 


ance and for collection assistance to prevent 
the enjoyment of the terms of the conven- 
tion by nonentitled persons (Article VI) 
are similar to those in the income tax 


[The End] 
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Books 


Theory of Fiscal Economics 


The Theory of Fiscal Economics. Earl R. 
Rolph. University of 
Berkeley 4, California. 


$4.50. 


This book is a publication of the Bureau 
of Business and Economic Research of the 
University of California. Professor Rolph, 
in analyzing economic theory in relation to 
government, leans heavily on the celebrated 
work of Pigou, and develops a theory de- 
scribed as a stock-flow type. Stocks—the 
inherited past—together with human choice 
are viewed as the determinants of flows, 
namely the actual present. This theory 
parts company with the Keynesian theory. 


Press, 
pages. 


California 
1954. 310 


The theory of taxation to be elucidated 
in this study 
We look 


“transfer” 


is of a fairly 
upon 


simple nature. 
any tax or subsidy as a 
involving private groups and 
government. The concept of transfer means 
that taxes are a kind of income from the 
point of view of the government and sub- 
sidies are a kind of income from the point 
of view of private groups. It 
that taxes are negative 


also means 
income items for 
private groups and that subsidies are nega- 
tive income items for government. Accord- 
ing to this view, any tax depletes private 
money incomes by exactly the amount that 


it increases government income. 


may be “shifted” if 
satisfied. A 
shifting is 
or subsidy has an 


\ tax or a subsidy 


certain conditions are neces 
that the tax 
effect. 
A sufficient condition for some tax shifting 
is that the tax 


payers 


condition for 


sary 
announcement 
formula induces 
to behave in 

their 
deducting the 


legal tax- 


such a fashion as to 
computed 


the tax 


increase incomes before 


tax. J them 


I gives 
no such opportunity, the possibility of their 
shifting the tax to other 


exist 


groups does not 


The mere incentive to reduce one’s 


tax liability is not a sufficient condition for 


Books 


Of 
Interest 
to the Tax Man 


true that the 
incentive acts in such a way as to increase 
a taxpayer’s income, 

We find that consumers do 
not and, furthermore, cannot “pay” taxes. 
The ancient doctrine that some taxes are 
shifted to consumers appears to be a con- 
fusion, traceable to lack of attention to 
elemental features of a price system, In 
its place we substitute the theory that 
any that matter, any 
tax whatever, reduces somebody’s money 
income, and if he shifts the tax, this 
occasions a reduction in somebody else’s 
income. This approach also implies that 
truly general income taxes are not shiftable. 
Thus orthodoxy is reinforced in this area, 


shifting. It must also be 


pec yple aS 


excise tax, or, for 


While the book has little for the taxman 
in his day-to-day problems of working with 
the law, the theory is of value to those in 
government and 
formulate policy in fiscal 
reviewer is not so sure but what there is 
ammunition of value in the 
chapter which deals with uncertainty, taxes 
and investment. 


and 
matters. This 


education who teach 


some sales 


For Aid Based on the Census 

A Statewide Census Every Five Years 
Dorothee Strauss Pealy. The University 
Press, 311 Maynard Street, Ann Arbor, 
Michigan. 1954. 50¢ 

The 


is the 


question this 
state-wide 
obviate the 
ten-year The 
Considering the proration of 
the cost of the census over the five years, 
many communities would benefit by the 
five-year census. 


study 
census 


investigated in 
feasibility of a 
five years to 
of relying on the 


every necessity 


census 
conclusion: 


For Better Appraisals 


Appraisal of Railroad and Other Public 
Utility Property for Ad Valorem Tax Pur 
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poses. Federation of Tax Administrators, 
1313 East 60th Street, Chicago 37, Illinois. 
1954. 109 pages. $5. 

This is a 
methods 


review and analysis of the 
procedures used for the 
appraisal of public utility properties with 
special emphasis on railroads. It is pre- 
pared by a special committee of the Na- 
tional 


and 


Association of Tax Administrators. 


Grant-in-Aid 


Federal Grant-in-Aid Programs in Pennsyl 
vania 1941-1953. Pennsylvania Commission 
on Intergovernmental Relations, Room 416, 
Main Capitol Building, 
1954. 275 

his is a summary description of 39 fed 
eral grant programs developed in the Com 
monwealth and an appraisal of the problems 
and results of federal aid Alfred G. 
Buehler is chairman of the Commission on 
Intergovernmental Relations 

Federal Taxes 
State Capacity 


Harrisburg, Penn- 


sylvania. pages 


and the 
Selma 


Measurement of 
Mushkin and Bea- 
trice Crowther. Division of Public Health 
Methods, Public Health Service, United 
States Department of Health, Education, and 
Welfare, Washington 25, D.C. 1954. 91 pages. 


The pamphlet is an examination of state 
capacity in grant-in-aid programs adopted 
by Congress. The question of state ca- 
pacity, and how it may be measured, was 
raised by the President in his special mes- 
sage to Congress proposing that states be 
aided “in inverse proportion to their finan 
cial capacity.” 


Public School Financing 1930-1954. The 


Tax Foundation, Inc., 30 Rockfeller Plaza, 
New York 20, New York. 1954. 52 pages. 


This study reviews the financing of pub- 
lic elementary and secondary schools since 
1930. The increased enroll- 
ments and present estimates of construction 
needs indicates a continued 


certainty of 


increase in 
school costs. ‘This is likely to result gen 
erally in further attempts to shift responsi- 
bility for the public schools from the local 
to the state level. Many states are already 
faced with critical decisions on the financing 
and administration of their public schools. 
The principal issues involve the traditional 
primacy of local school affairs; 
the relationship of the state and local school 
administrative and the 


through 


units in 


units; entry of the 


federal government, school aids, 


into the public school function 


| WASHINGTON TAX TALK—Continued from page 854 


$5,000 to file 
the Internal 


a simplified return and get 
Revenue Service to figure his 


tax or refund for him. 


resulted in many 
changes in the well-known 


The new law 


important 
Form 1040. In 
order to provide space to explain to tax- 
payers the proper method of utilizing the 
provisions on annuities, 
come, dividends, etc 


new retirement in- 


, it was decided to add 

and to page 4 of the 
purpose For ten vears, the 
has consisted of the simplified 
which is used by most taxpayers 

under $5,000 The table was 
moved into the instruction pamphlet, where 
it 1s 


sche dul Ss 
this 


new use 
orm tor 
fourth 


tax table 


page 
who earn 


substantially as available as in its 


old location Separate copies of the table 
be available in 


ces, 1f needed. 


The giant presses of the 
Printing Office 
the 1954 version of 
income tax package. 
biggest 


also will 


local revenue off- 


Government 
started to grind out 
the well-known 1040 
This is perhaps the 
printing job that has ever 
To print these forms packages, 
include copies of the 1040 


have 


single 
been done. 
which 
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appropriate schedules and instructions, over 
seven million pounds of paper will be used 
—enough blank stock to burden 143 stand- 
ard railway freight Two tank cars 
of ink—about 70,000 pounds—will go into 
this single job of printing. If these forms 
packages were placed one on top of the 
other, a pile would be 500 times 
higher than the Monument. 


cars. 


formed 
Washington 


In addition to the book printing of the 
individual return, the Government Printing 
Office will produce 36 railway carloads— 
or 100 million—single copies of the 1040 
form, and carloads of instructions 
puncheards for those taxpayers who 
will file the new simplified 1040A return. 


eight 
and 


A total of 13% million pounds of paper 
will be used in printing the various forms 
used in withholding, reporting and collect- 
ing the nation’s internal revenues. The 
presses used in printing the Congressional 
Record are available for getting out the in- 
come tax packages. Ninety thousand copies 
an hour are being produced on these three 
presses, which will be run 24 hours a day 
while the job is in production. 
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Depletion Is Based on Net Profits 


Depletion is based not on gross income 
from producing wells, but on net profit 
from total operations in oil wells. 


In prior regulations the word “well” was 
used in the singular and the taxpayer claimed 
for that reason that depletion should be 
taken on the gross income from producing 
wells. The Minister, however, contended that 
depletion must be based on the net profits 
from the total operations of the company in 
oil wells—first deducting development ex 
penditures,' the general administrative ex- 
penses, and the losses attributable to wells 
that failed to produce. 


The Minister prevailed on the appeal 
Even though the singular “well” was used 
in the regulations, it includes the plural in 
this case, and later regulations settle this 
The tax- 
payer’s contention that a dry hole could not 
be called an oil well fell before the court, 
for, while the taxpayer did not deduct de 
velopment expenditures and losses relative 
to the unproductive wells, it did deduct all 
the expense relative to these unproductive 
wells for income tax purposes. The law re- 
quired that the same amount must be de- 
ducted in fixing the basis of the depletion 


point for future years anyway. 


allowance as was deducted for income tax 
purposes.—Home Oil Company, Ltd. v. Min 
ister of National Revenue, 54 DTC 1153. 


Interest on Money 

Borrowed to Pay Taxes 
Money borrowed by an estate to pro- 
tect its assets is not used for the purpose 
of earning income. 


An estate sought to deduct interest on a 
sum of money borrowed to pay succession 
duties as interest paid on borrowed money 
used to earn income, on the theory that had 


Canadian Tax Letter 


Australian Tax Credit .. . 


Depletion Allowance .. . 


Tax Payment Borrowed 


Canadian Tax Letter 


the it would have 
sell some of its income- 
producing assets and thereby reduced its 


revenues. 


it not borrowed 


been 


money 
obliged to 


On appeal it was pointed out that there 
must be a direct relationship of cause and 
effect between the borrowing of the money 
and the earning of income if the interest is 
to be deducted, This loan may have saved 
this estate from selling some of its income- 
producing assets, but this was an indirect 
result. The deduction was denied.—No. 185 
v. Minister of National Revenue, 54 DTC 395, 


Australian Insurance Tax Deductible 


The Australian tax on insurance pre- 
miums is an income tax and eligible 
for credit against Canadian tax. 


A British Columbia fire and casualty in- 
surance company conducted part of its busi 
ness in Australia as a nonresident entity 
In 1950, as a result of this extra-Canadian 
business, it paid the Australian 
Government. It sought to deduct 
Australian tax payments from its income 
tax payable in Canada. The Minister dis 
allowed this deduction on the ground that 


taxes to 
these 


the tax paid was not among the types of 
tax allowed as a tax the In 
Act The company appealed 


credit under 


come ‘Tax 

The Appeal Board allowed the appeal and 
found that the Australian tax paid was a 
tax on income and a tax eligible for 
the the relevant 
the Tax Act. The 
application of a tax based on 10 per cent of 
gross premiums 


method of 


Was 


credit within meaning of 


provisions of Income 
was merely a 
determining the tax payable, 
which eliminated the necessity of filing de- 
tailed 


simplified 


statements by 
The B. C. Insur 
National Rez 


returns and financial 


nonresident companies.- 
ance Company vw. 


enue, 54 DTC 422 


Minister of 
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Tax-Wise 


Meetings of Tax Men 


California Society of Certified Public Ac- 
countants.—Theme of the fifth annual ;tax 
accounting conference of this organization 
is the 1954 Revenue Code. 
will be held in both Los Angeles and San 
November 4-5 in Los Angeles 
at the Statler, November 8-9 in San Fran- 
the St. Francis Hotel. The regis- 
tration fee for the two-day session, includ- 


The conference 
Francisco- 
cisco at 


ing the proceedings, is $15; the conference 
is open to members, their staffs 
For further information, write 
to the society’s office at 681 Market Street, 
San Francisco 5, 


society 
and guests. 


California. 

Connecticut Society of Certified Public 
Accountants.—This society is sponsoring an 
income tax forum at the Statler Hotel in 
Hartford, November 22-23. Commissioner 
T. Coleman Andrews will be the principal 
speaker at a banquet on November 22 


Canadian Tax 
honor at the 


Foundation.—Guest of 
foundation’s eighth annual 
tax conference will be Walter E. Harris, 
Canadian Minister of Finance. Date and 
place of the conference: November 15-16 
at the Windsor Hotel, Montreal. Con- 
ference secretary is James A. Reid, Cana- 
dian Tax Foundation, 191 College Street, 
Toronto 2B, Canada. 


Independent Accountants Association of 
Michigan.—This association, which is af- 
filiated with the National Society of Public 
Accountants, will hold its annual income tax 
clinic at the Pantlind Hotel in 
Rapids on November 22 and 23. Leading 
authorities will discuss the new tax laws. 
John C. West, 2017 Eastern Avenue, S.E., 
Grand Rapids 7, Michigan, is general chair- 
man, and inquiries should be 
to him. 


Grand 


addressed 


Mississippi Law Institute—On Decem- 
ber 3 and 4 the Ninth Annual Misssisippi 
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Taxes... 
Tax People... 
Things Taxed... 


Law Institute will be held at the 
E. Lee Hotel in Jackson. 
the Jackson Junior Bar 
the University of School of 
Law. Subjects to be stressed include estate 
planning, federal 
and oil and gas. 


Robert 

Ce sponsors are 
Association and 
Mississippi 
and 


practice procedure, 


Minnesota Society of Certified Public 
Accountants.—To register for a conference 
on the 1954 Code to be held November 11 
and 12 at Minneapolis, write to Minnesota 
Society of Certified Public Accountants, 
1750 Hennepin Avenue, Minneapolis 3. The 
registration fee is $10. 


Minnesota State Bar Association.—The 
Tax Section of the Minnesota State Bar 
Association in cooperation with the Uni- 
versity of Minnesota will conduct a tax 
institute on the 1954 Code on November 18 
and 19 at the university’s Minneapolis campus 


Alabama Federal Tax Clinic.—The eighth 
annual federal tax clinic will be held at 
University, Alabama, on November 19. The 
clinic is sponsored jointly by The Alabama 
Society of Certified Public Accountants and 
the School of Commerce and Business Ad- 
ministration of the University of Alabama. 
The program will deal entirely with the 
changes effected by the new Code. The 
$7 fee includes the discussion-luncheon. 


Alabama Association of Public Account- 
ants.—This association’s annual tax 
will take place at the Tutwiler Hotel, 
ingham, from November 11 through 13. 


Central New York Tax Conference.—The 
Third Annual Central New York Tax Con- 
ference will be held at Syracuse University 
on December 4. This conference is con- 
ducted by the Syracuse University College 
of Law and is keyed to problems arising 
under the new Code. 


clinic 
sirm- 


Texas Society of Certified Public Ac- 


countants.—With the 


cooperation and as- 
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sistance of the University of Houston, the 
Texas Society of CPA’s is sponsoring a 
three-day federal tax meeting to be held at 
the university on December 6, 7 and 8. To 
register, write to Kurt Welgehausen, 2121 
Commerce Building, Houston 2, Texas. The 
registration fee is $30. 


West Virginia Tax Institute—The West 
Virginia Tax Institute’s Fifth Annual Session 
will be held on December 2, 3 and 4 at 
West Virginia University in Morgantown. 
The lecturers will discuss procedure in net 
worth cases and the Internal Revenue Code 
of 1954. The institute is sponsored by the 
College of Commerce of the university, the 
West Virginia Society of Certified Public 
Accountants and the state bar. 


University of Kansas.— The School of 
Business of the University of Kansas and 
the Kansas Society of Certified Public Ac- 
countants are presenting their fourth annual 
tax conference on December 1, 2 and 3, 
1954, in Wichita, Kansas. The general 
thesis of the conference will be “The 1954 
Internal Revenue Code.” Persons interested 
in attending may write to Amos Krammer, 
214 Derby Building, Broadway and Third, 
Wichita. 


Against Progression 


The only defensible case for progression 
is the redistribution of 
wealth and income, said Harley L. Lutz at 


the recent the National 


socialist case for 
annual meeting of 
Tax Association. 


Professor Lutz stressed the weakness of 
our reliance on the income tax for so large 
a proportion of federal government revenue, 
resulting in a virtual federal monopoly of 
income taxation, to the detriment of the 
states. 


“The damage has been done in two ways: 
first, the encroachment of the federal gov- 
ernment on total tax resources, and second, 
the continuing high proportion of federal 
revenues obtained through the income taxes. 
From 1932 to 1953 the relative shares of the 
federal government, and of the state and 
local governments, respectively, in the total 
taxes collected were almost exactly reversed, 
In 1932 the federal share of total tax collec- 
tions was 23 per cent and the state and local 
share was 77 per cent. In 1953, the federal 
share of a total revenue ten times as large 
was 76 per cent, while the states and their 
local units together had 24 per cent. And 


Tax-Wise 


more than 80 per cent of the immense fed- 
eral tax take came from the taxes on income. 


“The financial requirements of war have 
been the most important single factor in 
this shift, but by no means the only one of 
importance. There has been a continuing 
expansion of federal services, authority, and 
grants for all manner of purposes that were 
once matters of state and local concern, and 
that could today be handled at home as 
well, or even better, than by the central 
government. The resulting tax squeeze on 
the states has been terrific. It has induced 
some states to resort to tax methods quite 
alien to the standards of uniformity and 
interstate comity for which this Association 
has stood over many years. It 
state tax 


has forced 
administrators into undignified 
snooping at the state borders for the nickels 
and dimes that might be collected from 
citizens who stray into liquor stores or 
other emporia across the state line.” 


Professor 
devote its 


Lutz urged the association to 
attention to a solution of the 
problems presented by this reliance on in- 
come tax, this centralization of authority in 
Washington and the steep progressive rates 
now in effect. He offered as a 
suggestion for study the following: 


basis of 


“The central feature of it is the simple 
but basic economic fact that all taxes are 
paid out of income, regardless of the many 
ways that have been devised for tapping the 
income of the people. Income is the one 
and only tax resource, and all taxes are paid 
either as income is received or as it is spent. 
The federal government has established so 
nearly a monopoly of taxation on income as 
it is received as to undermine the ability 
of the states to get a proper share, whether 
through state income taxes or by any other 
method. 


“The first step, therefore, is to reduce the 
proportion of federal revenue collected on 
income as it is received and to increase the 
proportion collected [on] income [as] spent. 
This requires two steps: first a reduction of 
income tax rates and, in the case of the 
individual tax, a drastic reduction 
of the range of progression with a propor- 
tional rate as the eventual goal; and second, 
a ‘levelopment of federal excise or consump- 
tion taxes. There would be no need for 
every state to introduce an income tax, or 


income 


a sales tax, or any other tax not consistent 
with local preference. The important point 
is that as more income is left at home in the 
pockets and the bank accounts of the people 
the enlarged pool of tax resources can be 
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drawn upon locally in any manner that may 
be acceptable to the citizens of the several 
states.” 


Love or Duty 


We hunch that it was the old 
Shoptalker who sent us a clipping about a 
play that is current in London, in which the 
author has cast his lead as a revenue agent. 
“Revenue agent” is an Americanized name 
for “tax inspector.” 


have a 


In the play the agent calls himself an 
accountant and doesn’t disclose to his lady 
love or her family that he is in the employ 
of the government 
him seek 
evading taxes 


The family welcome 


and expert advice on ways of 
At the same time they con- 
fess to him some of the methods they have 
already devised and used with success 
The review says that the British think the 
play is funny. It certainly should have an 
unlimited audience in either their country or 
ours. However, the production might be 
better adapted to American audiences by 


patterning it along the lines of Call Me Madam. 


Tax Questions 
on the November Ballot 


About 25 per 
the ballot in the 
relate to tax 


cent of the 
November 


issues: 


questions on 
election will 
Alabama voters will have the opportunity 


to express their approval or disapproval 
of the payment of poll taxes by the blind 


and the deaf. 


The Arkansas 
opinion ot 


voter will express his 


limitations on county, city and 
and will 
would go for an in 
taxes. 


valorem 
whether he 
liquor 


school district ad 
indicate 


crease in 


taxes, 


Californians will find on their ballot a 
question relating to the exemption of com- 
mercial and fishing vessels, and church, col- 
lege and charitable institutions’ property. 
Another question on their ballot is whether 
gasoline tax funds should be used to finance 
parking lots. 


The Colorado ballot will have a question 
relating to certain personal property tax 
exemptions. 

Some of the questions on the Florida bal- 
lot relate to the consolidating of some tax 
assessment and collection procedures in cer- 
tain counties. 

Georgia proposes to create funds for the 
enticement and promotion of new industry, 
slum clearance and firemen’s pensions 
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Louisianans have on their ballot ques- 
tions relating to the reclaiming of the bed 
of Lake Charles and a severance tax on 
timber. Incidentally, this state seems to 
have the greatest number of questions, tax 
and nontax, on its ballot. 

Michigan voters must decide on the re 
distribution of the sales tax dollar. 


Nebraska wants the opinion of voters on 
the question of establishing legislative stand- 
ards for the valuation of real and tangible 
property which could exempt personal ef- 
fects and household goods from tax. 

Nevada wants to abolish an education tax. 


South Dakota proposes a change in the 
method of apportioning the f 
farm buildings. 


valuation of 


Wisconsin is proposing a state-wide tax- 
supported television network. 

Wyoming voters will decide on whether 
gasoline taxes must be dedicated to high- 
way construction. 


This Is the 1950's 


At the November election the voters of 
the States of Texas and South Carolina will 
seek to bring the past up to date. 
the question is: 


In Texas 
what to do with some funds 
remaining in the Confederate veterans’ pen- 
fund. In South Carolina the question 
is: what to do with the oath of acceptance 
of office which requires the nominee or ap- 
pointee to promise to abstain from dueling 
while in office, and further requires that he 
swear that he has not 1881 
in a duel 


sion 


since engaged 


Speedy Refunds 


Revenue Ruling 54-425 forecasts prompt 
refunds of 


corporate tax overpayments, 
where such overpayments are the result of 
payments required under tentative returns 
filed under 1954 Code Section 6152(a)(1) 
by corporations obtaining extensions be- 
cause of inability to compute correct tax 
liability under the new Code before the stat- 
utory due date 


State Tax News 


Colorado.—Property owned by a church 
is not exempt when there is no building 
upon it, although a permit to build had 
been sought and refused, due to a projected 
highway through that Present char- 
itable use of the property or a building 
on it is necessary to make it exempt under 
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the law. Grace Calvary Church v. City and 
County of Denver, Colorado Supreme Court, 


October 11, 1954. 


Michigan.—Sales to a national bank are 
subject to the Michigan tax even 
though the amount of the tax is passed on 
to the bank in the the 
articles it buys. Sales of repossessed met 


sales 


price it pays for 
chandise by the bank and sales in its cafe 
teria not taxable since in these 
the bank is the taxpayer and, as such, is 
exempt aS an instrumentality of the federal 
government. National Bank of Detroit v 
Department of Revenue, Michigan Supreme 
Court, October 4, 1954. 


New York.—A person whose residence or 
place of business is outside New York City 
is not subject to the city’s general business 
and financial tax merely because he main- 
tains bank or brokerage accounts or a trust 
account in Sulletin 1954-5 of the 
Special Deputy Comptroller, September 10, 
1954. 


are cases 


the city 


North Carolina.—If a passenger on a rail- 
road dining meal in North 
Carolina and finishes it in Virginia, North 
Carolina wants its sales tax collected. The 
sale of the meal occurs when it is served, 
the Attorney 
ber 10. 


car orders a 


General opined on Septem- 

Ohio.—The Court of Appeals has reversed 
the judgment of the Hamilton County Court 
of Common Pleas which had declared Cin- 
cinnati’s 1 per cent income tax 
tional insofar as it 


unconstitu- 
classified taxpayers 
according to whether they were wage earn- 


ers or business or professional persons and 
provided a different method of assessment 
for each class. The Court of Appeals finds 
the classification and the assessment meth- 
valid, with no discrimination being 
shown toward either class, and declares the 
ordinance and the taxes imposed by it to be en- 
forceable. Clark v. City of Cincinnati, Court 
of Appeals, First Appellate District of 
Ohio, October 11, 1954 


ods 


The Cincinnati tax expires October 31, 
1954, and the city has no plans for renewing 
it unless a proposed increase in property 
tax rates is defeated at the November elec 
tions. In that the 
be renewed sometime in 


Oklahoma.—When a 
pursue the statutory remedy provided for 
the recovery of illegal taxes, he may not 
thereafter maintain an action to recover said 
taxes on the theory that payment thereof 
was made involuntarily and under compul- 
sion, Sullivan v. Oklahoma Tax Commission, 
Oklahoma Supreme Court, October 5, 1954. 


income might 


1955. 


case tax 


taxpayer fails to 


Texas.—If a taxpayer fails to avail him 
self of the remedies of mandamus and in 
junction to prevent a taxing authority from 
putting a discriminatory taxation plan into 
effect, his right to relief is limited. Once 
such a plan is put into effect the taxpayer 
may defeat the of taxes only to 
the extent that they are excessive and he 
must assume the burden of proving the 
amount of the excess. City of Arlington v. 
Cannon, Texas Supreme Court, October 6, 


1954. 


recovery 


City Tax Calendar... 


December 15—Arizona: 
privilege tax 
Colorado: 


Phoenix business 
reports and payment due. 
Denver sales tax reports and 
payment due. Ohio: Columbus estimated 
income tax fourth installment 
due; Columbus estimated personal income 
tax fourth installment and, if necessary, 
amended tax due; Youngs- 
town employer withholding tax reports 
and payment due; Youngstown estimated 
corporate income fourth installment 
due; Youngstown estimated personal in 
tax fourth installment due. Pean 
sylvania; Pittsburgh employer withhold- 
ing tax reports and payment due; Pitts- 
burgh estimated personal income tax fourth 
installment due; Scranton School District 
estimated income tax fourth installment 
due. 


Tax-Wise 


corporate 


declaration 


tax 


come 


December 20—Louisiana New Orleans 
sales and use tax reports and payment due 
New York: New York City sales and use 


tax reports and payment due. 


December 25—New York: New York City 
conduit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due. 


December 31—Missouri: 
withholding reports and payment due 
Ohio: Dayton estimated corporate income 
tax fourth installment due; Dayton esti 
mated personal income tax fourth install 
ment due; Toledo estimated corporate in- 
come tax fourth installment and, if neces- 
sary, amended tax declaration due; Toledo 
estimated personal income tax fourth in- 
stallment due 


St. Louis employer 


927 





State Tax Calendar 


ALABAMA: December 15—Corporate in- 
come tax fourth installment due.—Per- 
sonal income tax fourth installment due. 
December 31—Property tax due (last day). 


ARIZONA: December 15—Personal in- 


come tax third installment due. Decem- 
ber 20—Property tax from private car 
and airline companies due (last day) 

CALIFORNIA: December 10—Property 
tax on personal property secured by real 
estate due (last day).—Real property tax 
semiannual installment due (last day). 
December 15—Personal income tax third 
installment due 


COLORADO: December 15—Corporate in- 
come tax fourth installment due.—Per- 
sonal income tax fourth installment due. 


GEORGIA: December 20—Property tax 


delinquent. 


IDAHO: December 20—Property tax semi- 


annual installment delinquent. December 
27—Personal property tax due. 


KANSAS: December 


first installment due. 


LOUISIANA: December 31—Property tax 


due, 


MARYLAND: December 15—Corporate 
income tax fourth installment due.—Per- 
sonal income tax fourth installment due. 


MISSISSIPPI: December 15—Corporate 
income tax fourth installment due.—Per- 
sonal income tax fourth installment due 


MISSOURI: 


license tax 


20—Property tax 


December 31—Ad valorem 
from merchants due.—Fran- 
chise tax due.—Real estate and tangible 
personal property tax due (last day). 


NEBRASKA: December 1—Personal prop 


erty tax first installment due. 
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NEVADA: December 6— Property tax 


quarterly installment due. 

NEW HAMPSHIRE: December 1 
erty tax due. 

NEW JERSEY: December 1— Property 
tax from railroad companies due. 


NEW MEXICO: December 


tax semiannual 


Prop- 


1—Property 
installment due. 


NORTH CAROLINA: December 15— 
Corporate income tax fourth installment 
due.—Personal income tax fourth install- 
ment due. 


NORTH DAKOTA: December 15—Cor- 
porate income tax fourth installment due 
Personal income tax fourth installment due. 


OHIO: December 20—Property tax semi- 
annual installment from public utilities 
due.—Real property tax semiannual in- 
stallment due 


OKLAHOMA: December 15—Corporate 
income tax fourth installment due.—Per- 
sonal income tax fourth installment due. 


SOUTH CAROLINA: December  15- 
Corporate income tax fourth installment 
due.—Personal income tax fourth install- 
ment due. December 31—Property tax in- 
stallment due. 


UTAH: December 15—Excise 


tax fourth installment due. 


(income) 


VIRGINIA: December 5—Individual in 
come tax due.—Property tax due (last 
day). 


WISCONSIN: December 1—Property tax 
from street railways and air carriers and 
heat, light, power, conservation, regula 
tion and pireline companies due. 


“The failure of tax deductions under the straight-line formula to keep pace 
with true depreciation was discouraging to plant modernization and economic 
progress, particularly when the investment was of a long-range 

character and involved a considerable business risk.""—Marion B. Folsom. 
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Federal Tax Calendar 


December 1 


Last day for an employee to file amended 
withholding exemption certificate (Form 
W-4) for ensuing year where exemp- 
tion status has changed prior to De- 
cember 1. lf the change occurs in 
December, the new certificate must be 
furnished within ten days of the date on 
which the change occurs. (Regulations 
116, Section 405.206.) 


December 15—— 


Due date for employers who withheld 
more than $100 in taxes (federal in- 
come tax on wages under Code Section 
1622 and Federal Insurance Contribu- 
tions Act taxes under Code Sections 1401 
and 1410) during November to deposit 
such amount with a federal reserve 
bank or other authorized depositary. 
(Regulations 116, Section 405.606.) 


Last day for fourth quarterly payment on 
1953 income taxes by calendar-year 
corporations. (Regulations 118, Section 
39.56-1.) 


Due date, by general extension, of returns 
for the fiscal year ended June 30, 1954, 
in the case of (1) foreign partnerships; 
(2) foreign corporations which maintain 
offices or places of. business in the 
United States; (3) domestic corpora 
tions which transact their business and 
keep their records and books of ac 

counts abroad; (4) domestic corpora 

tions whose principal income is from 
sources within the possessions of the 

United States; and (5) American citi 

zens residing or traveling abroad, in 


cluding persons in the military” or 


naval service on duty outside the 
United States. (Regulations 118, Sec- 
tion 39.53-3(a).) Forms: (1) Form 1065; 
(2)-(4) Forms 1120; (5) Form 1040 


Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for November Form 957 (Regula- 
tions 118, Section 39.338-1.) 


Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. (Regulations 71, Sec 


tion 113.142.) 


December 31—— 


Due date for payment of the following 
excise taxes for November to an au- 
thorized depositary, if such taxes, re- 
portable for November exceeded $100: 
taxes on safe deposit boxes; transporta 
tion of oil by pipe line; telephone, tele 
graph, radio and cable messages and 
services; transportation of persons; ad 
missions, dues and initiation fees; gaso 
line, lubricating oils and matches; sales 
by manutacturers, including sales of 
pistols and revolvers; processing of 


certain oils; sales by the retailer: 


transportation 
of property; and diesel fuel (i. 2 


6025, approved July 3, 1953, Section 477.4.) 


Inanulacture¢ ol SUpar; 





FOUR @)) TAX HELPS... 


timely, needed! 


tig. eatin ta a ee. 
STANDARD FEDERAL TAX REPORTS 


For the man whose responsibilities demand that he have every- 
thing concerning federal taxes affecting business and individual 
taxpayers. Week in, week out, the STANDARD'’s informative 
issues rush to subscribers complete details on every new twist and 
turn of pertinent federal tax law, as it breaks. Featured are author- 
itative full texts of laws, regulations, rulings, court decisions, 
forms, and related facts and information—all explained and tied 
into the over-all tax picture with helpful, understandable editorial 
comments. Current subscription plan includes 8 “bring-you-up- 


to-date” Compilation Volumes and companion Internal Revenue 
Code Volume. 


FEDERAL TAX GUIDE REPORTS 


Edited and produced particularly for Tax Men who must stay 
abreast of unfolding developments concerning federal income 
taxes of the average taxpayer, the ordinary corporation or indi- 
vidual. Swift weekly issues provide quick access to essential facts 
and information—changes in statutes, amendments, regulations, 
decisions, official rulings, and the like. Everything is designed to 
facilitate tax work. Subscription for the GUIDE includes two 
loose leaf Compilation Volumes replete with pertinent law texts, 
regulations, rulings, decisions, explanations, examples, charts, 
tables, check lists. 


PENSION PLAN GUIDE 


Designed for all concerned with drafting, qualifying for federal 
tax exemption, operating and administering employee-benefit 
plans, CCH’s PENSION PLAN GUIDE carefully integrates all 
the controlling authorities to spell out their separate and com- 
bined effects on pension and profit-sharing plans. Makes clear 
the WHAT, HOW, and WHY of statutory and practical require- 
ments that shape and mold private programs. Special features, in 
addition to profit-sharing and pension planning, include:—Group 
Insurance Plans, Executive Compensation Plans, Fringe Benefits, 
Investment of Employee Trust Funds, Payment of Benefits, Guaranteed 
Annual Wages. Everything neatly arranged in one Volume, behind 
quick-finding Tab Guides. 


SINCLAIR-MURRAY CAPITAL CHANGE REPORTS 
(Produced and published by Sinclair, Murray & Co., Inc.,—a 
wholly-owned subsidiary of Commerce Clearing House, Inc.) 
When capital changes affect income from an investment portfolio, 
how can the Tax Man get the facts and information needed for 
correctly computing gain and loss for federal income tax pur- 
— In three loose leaf Volumes the complete cap ‘al changes 

istories of over 12,000 corporations are set forth. . ust, regular 
loose leaf Reports cover federal tax aspects of: stock rights, stock 
dividends, dividends on preferred stock redemptions, non-taxable and 
capital gains cash dividends, interest on bonds “traded flat’, amor- 
tizable premium on convertible bonds, and the like. 


Write For Further Details 


COMMERCE, CLEARING, HOuSE, INC., 


Sen AA’ 


PUBLISHERS of TOPICAL LAW REPORTS 


NEW YORK 36 CHICAGO 1 WASHINGTON 4 
$22 FIFTH AVE 214 N. MICHIGAN AVE, $329 € STREET, WN. Ww, 





